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SOURCES OF INJUSTICE IN DEATH TAXATION 


Cc. LOWELL HARRISS * 


T is now about two decades since 
Congress, under the stimulus of de- 
pression and New Deal pressure for re- 
form, completed drastic increases in 
federal estate tax rates and the imposi- 
tion of a gift tax that is at least moder- 
ately effective. A few years later, it is 
true, Congress yielded once to Treasury 
requests for increases (of one tenth) in 
death and gift tax rates to help meet 
war revenue needs. Then in 1948, de- 
spite Presidential objections, Congress 
made substantial reductions in death 
and gift tax burdens in ways that only 
a tiny fraction of the American pub- 
lic could understand.’ During these 
twenty years professional economists, 


* The author is Associate Professor of Economics 
at Columbia University. 

This essay is part of a study of death and gift 
taxation being made with the help of a grant from 
the Columbia University Council for Research in 
the Social Sciences. In other essays I have dealt 
more technically with some of the issues raised here, 
and I plan to continue technical analyses. Here, 
however, I deliberately avoid most of the language, 
administrative and judicial citations, and references 
to articles that usually appear in the literature on the 
subject to focus on the broader issues. 


1A decedent or donor was granted permission to 
transfer tax free up to one-half of an estate or gift 
to a surviving spouse. By meeting certain condi- 
tions, a transferor could often make very substantial 
reductions in tax. 


including specialists in public finance, 
have published little on death and gift 
taxes or on problems of inheritance. A 
generation ago there would doubtless 
have been more professional interest in 
such developments. In recent troubled 
years, however, more pressing issues 
have commanded our attention. Al- 
though this condition is certain to con- 
tinue, some “taking stock” of our 
present situation may well be worth 
while. 

One reason for trying to learn more 
about what does exist is that the present 
system may be—in my view it certainly 
is—significantly different from what 
most economists believe exists; ? think- 
ing about our economic system will 
likely be better the more accurate our 
information. Improvement may be 
possible, perhaps highly desirable. At 
least one cannot be tolerably confident 
of the satisfactoriness of the present 
system without understanding it, not 
completely for that is impossible, but 


2 Tax lawyers are often ahead of economists on 
this score. Legal journals devote much more atten- 
tion than economic journals to death and gift taxa- 
tion—a natural result, perhaps, of the fact that 
many more lawyers than economists get part of their 
living from helping the public meet death tax prob- 
lems. 
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learning the major outlines.* This 
paper deals with one set of considera- 
tions, those bearing on the “ justice ” or 
“equity ” features. 

First, however, a word about the 
meaning of “death taxes,” a term 
which may include a variety of levies. 
In general, I shall use the term to cover 
the broad type of tax on transfers of 
property at death, or related to death, 
as imposed in the United States. The 
usage will ordinarily mean a tax (1) at 
progressive rates which reach a high 
level, (2) which applies to all or 
nearly all types of property, (3) which 
is administered seriously, but (4) which 
in real life contains a host of provisions, 
many technical, which often affect re- 
sults profoundly. Most of the time I 
shall use the term to include a tax on 
gifts more or less as imposed in this 
country. Sometimes, however, I shall 
necessarily use the term more or less as 
economists so often write and think— 
to mean a broad, somewhat idealized, 
set of taxes without regard for the 
many details of fact which in the real 
world sometimes play a dominating 
role. 


Nature and Importance of Justice 


Choice of the “ justice” aspects of 
these taxes is perhaps foolhardy for it 
seems to require a statement of what I 
mean by the term. Yet I have no very 
clear definition. To say that I mean 


31f substantially heavier use were to be made of 
death taxes, the need for improvement in the struc- 
ture of the taxes would be much more pressing than 
it is today. The absence of any appreciable public 
support for heavier death and gift taxation seems 
likely to continue, for the near future at least. 


4 Rarely will there be need to distinguish between 
estate, inheritance, legacy, probate, transfer, or other 
forms of the tax. 
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essentially the same thing by “ justice ” 
as “‘ equity ” or “ fairness” is not much 
help. Disagreement among really great 
writers and fuzziness of their formu- 
lations testify to the inherent difficul- 
ties.° The questions raised below, and 
sometimes the implicit answers, will 
give something of my feelings about 
the nature of justice and, more clearly 
perhaps, of injustice. These feelings, 
however, are far from a clear, definite, 
positive formulation. Yet the fact that 
concepts of justice are not clear gives 
no ground for ignoring issues of justice. 
Like love, beauty, humor, and perhaps 
even heaven, justice vaguely conceived 
but earnestly sought, stands as one of 
man’s great aspirations. And it is one 
for which men have looked especially 
to government. 

Much of the history of the growth 
of government, especially the part over 
which large sections of the community 
have had relatively free choice, has con- 
sisted of the search for justice through 
law. But there are other objectives we 
seek through government. Defense 
against foreign enemies remains a major 
example. Increasingly, we try to use 
the machinery of government to get 
more things not necessarily associated 
with justice or defense—economic 
growth, conservation of natural re- 
sources, subsidy for particular groups, 
recreation, equality, help for friends 


5 The volume I have found most helpful is 
Edmond N. Cahn, The Sense of Injustice (New 
York University Press, 1949), but I hasten to add 
that my usage may do Professor Cahn’s volume seri- 
ous injustice. It is almost too obvious to warrant 
specific mention that I use the term “ justice” to 
mean an ethical rightness and not necessarily the ac- 
curate administration or execution of law. Justice 
in the sense of what courts render in conformity 
with properly enacted law may be unjust in the 
sense I use the term. 
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abroad, highways, etc. Some are held 
to fall within the scope of “ social jus- 
tice’ or “‘ economic justice,” concepts 
somewhat removed from earlier ideas of 
justice but which for our age are 
powerful indeed. Many of us feel that 
they represent true progress in civiliza- 
tion. The use of the term “ justice ” 
in this sense, however, can be mislead- 
ing, for it implies that the thing sought 
is like legal justice. Government using 
police and courts, for example, can give 
us legal justice (although laws may not 
seem right to everyone). Use of the 
term “economic justice” may lead us 
to feel that it is as obtainable through 
government as legal justice, which is 
not necessarily the case. Be that as it 


may, the concepts are prominent in dis- 
cussions of public finance, but often 
vague. 

Such vagueness, however, is only part 


of the problem. Another is that men 
seek so many different objectives 
through government that conflicts are 
inevitable. One goal that will some- 
time conflict with others is “ justice,” 
no matter what concept one uses. Al- 
though any conflict between desirable 
things is unwelcome, life is full of 
them, and the recognition that they ex- 
ist can be a positive help. It makes 
forthright rational choice easier. Death 
taxes, for example, may discriminate in 
favor of persons who invest in certain 
ways. The result may be injustice, but 
before deciding whether such injustice 
should be removed, one needs to know 
what advantages (if any) result from 
the favoritism and what would be the 
costs in terms of other objectives of 
any measures needed to eliminate the 
inequality. A major difficulty of mak- 
ing such choices is that the values of 


DEATH TAXATION 291 


justice and of goals with which it may 
conflict are so different that weighing 
one against the others may not yield 
satisfactory results.° 

Recognizing the difficulties of defini- 
tion, we may still get enough consen- 
sus to make discussion meaningful. 
To most of us, justice (equity, fair- 
ness) in taxation is probably associated 
with continuity and gradualness. Big 
changes, big breaks, large discontinui- 
ties are more likely to be a source of 
what we think of as injustice rather 
than justice. It seems unjust if slight 
inequalities in personal position create 
large inequalities in taxes. Justice calls 
for inequality of treatment, we feel, 
but it also requires that the inequalities 
be related to differences that have sub- 
stance. A relatively small and insub- 
stantial difference should not give rise 
to a large substantial difference in tax. 
If being on one side or another of a line 
makes a big difference in tax, the possi- 
bility seems more inequitable than 
equitable. Of course, some discon- 
tinuities may be a reasonable price to 
pay for ease in administration or some 
other desirable objective. But in gen- 
eral a slight difference between tax- 
payers should not, on equity grounds, 
give rise to a relatively large difference 
in tax. Much as we may disagree about 
how much of a difference in position 
(income or wealth, for example) 
should make how much of a difference 
in tax to bring justice, a glance at the 
facts may lead us to agree readily that 


6 For example, I shall try to show that death tax 
injustices result from the flexibility and freedom 
provided by our system of property law. The latter 
help us get economic adjustment, flexibility, and 
growth, all of which are desirable, but in ways we 
cannot measure and compare with the personal re- 
sults of tax imposition. 
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some existing gaps are much too large. 
Narrowing these gaps would increase 
the justness of the tax. 


Economists’ Belief in the (Potential) 
Justness of Death Taxation 


If economists were listing taxes on 
the score of their apparent justness, 
death taxes would probably rank near 
or at the top in most lists. Death 
taxes are presumably progressive, and 
many of us consider progressiveness as 
an essential of justness in taxation.’ 
They fall on a base—transfers for 
which the recipient makes no corre- 
sponding contribution to the commu- 
nity-—which seems peculiarly suited to 
reduction by taxation. Some of us 


may feel that it is less bad to tax in- 
heritance than (1) income, the pay- 
ment others make for our services or 
those of our property, or (2) consump- 


tion, paid for primarily out of the re- 
wards for effort. Others may feel even 
stronger that depletion of personal 
wealth gained by inheritance or gift is 
in itself a positive good; although the 
reasons are not put exclusively in terms 
of justice, the dominant overtones are 
likely to be those of equity. Reduction 
of inheritance makes smaller the likeli- 
hood that the new generation will eon- 
sume without producing or will be in- 
sulated from the necessity of making its 
best effort in contributing to the out- 
put which will be available for others. 
Moreover, reducing inheritance will 
help check any tendency for economic 


T Sometimes, in fact, it seems that progressiveness 
is felt to be synonymous with justice. Yet a tax 
that is not progressive may be equitable, e.g., when 
resting on a benefit base. We also know that a 
progressive tax may fail to meet our ideals of justice 
by being either too progressive or not progressive 
enough. 
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inequality to cumulate. The extent to 
which the latter is an element of justice 
is itself an interesting question; it as- 
sociates justice with equality in a sense 
that has wide appeal.® 

Other arguments for death taxes 
have “justice” aspects. Types of 
property not touched (adequately) by 
income taxes may be reached by death 
taxes; the latter, therefore, can help 
compensate for inequities in the former. 
Death taxes fall on the net results of a 
person’s lifetime activities and thus pro- 
vide a kind of averaging absent in both 
income and property taxation. An es- 
tablished system of death taxes puts 
everyone on notice about prospects so 
that expectations are adjusted, and po- 
tential heirs do not suffer psychically 
from disappointment. 

These reasons command respect. 
They constitute perhaps the chief rea- 
son why many economists would re- 
commend that greater use be made of 
death taxes. Yet more must be known 
before one can wisely conclude that 
death taxes in practice conform to the 
ideals in our minds when we speak 
about these taxes and especially when 
we urge, or fail to urge, policy action. 
In fact, however, the taxes as they exist 
are subject to serious criticism on the 
score of justice. And, what is probably 
more disturbing, some defects are not 
easily remedied. Some result from the 
very nature of death taxes, others from 
factors more or less peculiar to the con- 
ditions or laws of this country. 


8 Space limits make it impossible for me to discuss 
more fully the important connection, as I see it, be- 
tween justice and equality. The latter, of course, 
involves issues more varied than those we associate 
with justice. One might sensibly endorse what one 
recognizes as injustice to get either more or less 
equality. 
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Characteristics of Death Taxes Giving 
Rise to Problems of Justice 


What problems arise from the in- 
herent nature of death taxation? Brief 
note will make explicit a few points 
which, although obvious when stated, 
are not always incorporated in thinking 
about the problem. 

The thing giving rise to death tax 
liability is not a market transaction. 
In this respect death taxes are signifi- 
cantly unlike income and excise taxes, 
but somewhat like the property tax. 
When a tax is an incidental result of a 
market transaction, the tax collector 
has one great advantage. He can gen- 
erally rely upon the parties on either 
side of the transaction to set the terms. 
The administrative problem becomes 
largely one of (1) discovering the 
transaction and (2) finding the terms 
on which it was made. When the tax 


itself is high, its effects on the trans- 
action may be significant, but in the 
transactions that are made, there is the 
equivalence between worth to buyer 
and seller which does not exist when 
the tax depends upon one-sided or uni- 


lateral transfer. The existence of a 
transfer and the terms may be more 
easily concealed or misrepresented when 
only the taxpayer and the tax collector 
are involved with no “ tax-neutral ” 
third party or objective event. Ameri- 
can experience with the property tax, 
notably the widespread failure to im- 
pose the legally prescribed tax on in- 
tangible personal property, has been de- 
termined in part by the absence of 
market transactions tied integrally with 
the tax. Furthermore, where nothing 
is received in return for a transfer, be- 
quest or gift, there is perhaps both 
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greater freedom and inclination to let 
tax factors influence the action. A spe- 
cial sort of discontinuity can result. 
Of course, the occasion of death 
taxes—death—is both obvious and cer- 
tain, no less obvious and certain than 
any market transaction. Is there not 
here, therefore, a peculiar advantage of 
death taxes? The answer is not clear. 
Some qualification must arise because 
our system of property law provides 
tremendous flexibility and complexity. 
Moreover, although death for individ- 
uals is obvious and certain, for families 
and for society it is not. An individ- 
ual is certain to die. Children or others 
are just as certain to survive, and 
everyone can take such certainties into 
account in his planning and action. 
Gifts are possible. Consequently, there 
has long been recognition that death 
taxes cannot be effective if they are re- 
stricted to transfers resulting from the 
death of an individual. As we reach 
out to try to include transfers which a 
generous system of property law per- 
mits to be made at times other than 
death, the tax loses the objectivity and 
certainty which death seems to provide. 
Moreover, gratuitous shifts of eco- 
nomic benefits are possible without 
transfers of title under property law. 
Consequently, an effective and “ just” 
system of death taxation cannot be con- 
fined to shifts of property interests 
which would be recognized as transfers 
under property law. Whether a death 
tax falls legally on a person, an act (a 
transfer), or property, it in fact de- 
pends upon what the law calls “ prop- 
erty.” The British-American system 
of property law was developed to meet 
needs very different from those of death 
taxation; it makes possible the creation 
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of forms of ownership and shifts of in- 
terest which do not, in fact, create ob- 
vious occasions for the imposition of 
tax. A serious practical difficulty, 
moreover, is that the highly fungible 
nature of much wealth permits trans- 
fer—at death or by gift—without any 
necessary record. The tax collector 
will have great difficulty locating many 
such transfers. Thus our system of 
property arrangements reinforces the 
difficulties noted earlier that result from 
the absence of objective market checks. 

The tying of the tax to death inevi- 
tably gives rise to other problems. Al- 
though everyone knows he must die, no 
one knows just when his time will 
come. Some people may have a mod- 
erately accurate idea of the life span 
ahead, and each year’s passing means 
that fewer years are ahead. Yet un- 
certainty, rather than certainty, about 
the time of death is the more character- 
istic. Consequently planning to meet 
the tax, or to avoid it (within the law), 
becomes something of a gamble. The 
uncertainty of the length of life ahead 
is a consideration not only of the prop- 
erty owner but also of those to whom 
he may make transfers. Not one, but 
perhaps several, discontinuities may oc- 
cur.” 


Incidence of Death Taxes as Related to 
Justice 


Equity is a personal thing involving 
the treatment or condition of human 
beings. To appraise any one tax or the 
relative merits of different taxes on the 
score of equity, one must know how 
they affect individuals. To what ex- 
tent and in what respects do the differ- 


9A few, but only a few, income tax decisions run 
into somewhat similar problems. 
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ences in imposts on individuals (or 
families?) conform to or further our 
objectives of justice? The proper, or at 
least the feasible, basis for distinguish- 
ing the economic burdens of taxes 
among people seems to be their eco- 
nomic position. Yet increasingly, gov- 
ernments have come to interest them- 
selves with a growing variety of 
activities and conditions. This change 
implies that the community no longer 
believes that economic position is an ex- 
clusive guidé for distinguishing among 
people.’° Perhaps, therefore, the way 
wealth is obtained, or family responsi- 
bilities, or the use to which property is 
put should also be taken into account. 
But let us focus upon wealth as the cri- 
terion. 

Can we learn generally about the 
economic position of persons on whom 
death taxes fall? We can do so better, 
perhaps, than for business, property, 
and general consumption taxes, but 
probably less well than for personal in- 
come taxes. The basis for predicting 
death tax incidence is less sound than 
is sometimes assumed. 

The dominant and, I believe, correct 
view is that the tax falls primarily on 
the heir, depriving him of property he 
would otherwise have. The potentiali- 
ties for discrimination to approach 
ideals of equity seem high, for the tax 
can presumably be varied according to 
the significant features of the economic 
position of the heirs; yet such adjust- 
ment is never made in this country. 
The nearest approach is graduation of 
the tax on a single bequest according to 
the amount the heir receives from a spe- 

10 Other bases are age, occupation, health, family 


composition, military service, and many narrower 
groupings. 
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cific decedent.’ The anomalies which 
may result are obvious—for example, 
poor heirs receiving large bequests pay- 
ing higher rates of tax than rich heirs 
getting small amounts, heirs receiving 
bequests from several persons paying 
less than others getting the same total 
amount in a single bequest. The dis- 
criminations that result are certainly 
hard to defend on grounds of equity 
(if economic position of the persons 
bearing the tax is the criterion). 

Yet practice presents an even less 
agreeable picture. The American and 
British death taxes that really bite are 
the estate form. They permit variation 
of burden according to the amount of 
wealth the decedent transfers, without 
allowing for the wealth of the heirs 
(before or after the bequests). To 
justify this arrangement on the score of 
equity, assuming that difference in the 
economic position of persons bearing 
the tax is the criterion, one must as- 
sume that the tax falls on the decedent. 
Some men of wealth undoubtedly do 
bear some of the burden of estate taxes 
on their own estates in that they con- 
sume less or sacrifice leisure to accumu- 
late more than they would if there were 
no tax; they guide their choice of in- 
vestment or activity or use of funds 
partly to meet demands of the prospec- 
tive tax. Yet on the groups seriously 
affected today by the United States es- 
tate tax, the likelihood that much of 
the death tax falls on the transferor is 
slight. The amounts are too great. No 
conceivable extra effort or reduction in 
consumption can enable the decedent 


1! The tax is often graduated also with relation- 
ship, a consideration largely irrelevant for this pur- 


pose. 
crimination in burden is a good example of public 


The choice of relationship as a basis for dis- 


unwillingness to use economic position alone. 
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to improve his economic position 
enough to leave his heirs what they 
would have if there were no tax. The 
death tax burden, then, must fall 
largely on heirs, but it is determined in 
amount by the total left by one person. 
The tax, then, takes little or no regard 
for the absolute or relative economic 
positions of the persons who suffer be- 
cause of it. 

Is a tax borne by one group—one 
person or many—but measured by the 
amount bequeathed by another, just by 
our standards? The answer must be 
negative, but we just do not know how 
the tax is borne. Nor can we know, 
for in planning their estates, persons of 
wealth can have much control over the 
disposition of amounts that will remain 
after tax. If the tax is 20 per cent of 
the estate, it is wrong to conclude that 
each heir is deprived of 20 per cent of 
what he would receive (even if there is 
only one heir, he does not necessarily 
bear 20 per cent). The shares each re- 
ceives may be adjusted with the tax in 
mind.’* In fact, this result is probably 
more nearly the rule than the excep- 
tion. Instead of each getting 20 per 
cent less, some may suffer little, if at all, 
while others bear a burden of 50 per 
cent, and some who would have gotten 
bequests are cut off entirely. The de- 
cedent, in other words, can have a large 
amount of control over the incidence of 
the tax; his decisions will seldom be 
known to outsiders."* The student 
cannot, therefore, say how the effective 


leads to 
would 


12 The 


larger 


marital deduction undoubtedly 


bequests to surviving spouses than 


otherwise be made. 


13 Since the tax is now well established and pro- 
vides a reasonably firm basis for planning, the owner 
of property may not himself have thought seriously 
about how he would distribute the estate if there 


were no tax. 





296 


tax is distributed among heirs. The re- 
sults may or may not conform to what 
seem to be the prevailing standards of 
equity. Since effective discrimination 
is the result of the judgment of a person 
in a position to know the economic 
position of heirs (and their other char- 
acteristics), we might conclude that 
the discrimination is better than if left 
to the working of a broad impersonal 
law. 


Do the Poor Bear Death Tax Burdens? 


Most of this discussion may sccm un- 
important. “At least,” one may say, 
“ death taxes fall on the rich and pros- 
perous, or the lucky. In a world with 
such heavy burdens on the poor, we can 
consider as equitable a tax that falls on 
the wealthy and forget about niceties.” 
Many students, recognizing the consid- 
erations noted so far, might still con- 
clude that the estate tax, though far 
from a model of equity, would at least 
have one great merit over almost all 
other taxes—it would not fall on poor 
people. This consideration would pos- 
sibly condone much inequity in the 
treatment of persons of means. 

Yet facts may be disturbing. Death 
tax does fall on poor people. Some 
who are poor suffer because the bequests 
they receive are reduced by death taxes 
or because they are left out of wills in 
which they would otherwise be included 
—servants, distant relatives, or friends. 
Having made provisions for dependents 
or closer friends, a man may find that 
nothing will be left after tax to pro- 
vide for others. The number of poor 
persons hurt this way is probably small, 
however, and the total of death taxes 
they carry inconsequential. But no one 
can measure the amounts. 

A more general case is the charitable 
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institution. Bequests and gifts to phil- 
anthropic institutions are generally ex- 
empt from death and gift taxes. This 
exemption has proved a tremendous 
help to such institutions; yet these in- 
stitutions and their beneficiaries can be 
adversely affected. When planning the 
distribution of his estate, a man will 
commonly provide first for his depend- 
ents and other friends and relatives; 
the transfers will be taxable. Some 
men will then feel able to allocate some- 
thing for institutions, making philan- 
thropies the residual legatees. The 
higher the tax on the nonphilanthropic 
bequests, the smaller the residual. To 
the extent that this situation results, 
death taxes fall on the beneficiaries of 
philanthropic institutions. Some of 
these beneficiaries are the very most 
needy in the society. Consequently, 
some death tax may have as bad a dis- 
tributional effect as can be imagined. 

The magnitudes involved are cer- 
tainly unknown. Published data pro- 
vide no basis for judging. The charita- 
ble bequest figures reported give no in- 
dication of which are residuary, to say 
nothing of how they might have dif- 
fered had tax rates been different. 
Moreover, the published figures give us 
inadequate grounds for distinguishing 
among possible uses of funds in chari- 
tavle bequests. The amounts that could 
reasonably be said to fall on the very 
poor are probably small; a large part of 
the total clearly goes to institutions 
much of whose activity, though of 
great social value, has no direct relation 
to destitution. 

Per dollar of revenue, American 
death taxes probably fall less heavily on 
very poor families than any other major 
or minor tax except, perhaps, a few of 
the excises. We certainly have no basis 
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for measuring the relative effects of 
different taxes on this score, or to judge 
how capricious their distribution. In 
short although some death tax falls on 
the poor, the amounts in relation to 
total death tax revenue are probably 
small enough to be ignored safely in 
most analysis. If substantially heavier 
death taxes were imposed, the chances 
of increasing the burdens on poor fami- 
lies would probably be increased more 
than proportionately. Much of the in- 
crease would have to come from estates 
of modest or even small size (as in 
Britain). As a practical matter, our 
worry need not be seriously disturbing. 
The arguments that death taxes impose 
insignificant burdens on the poor seems 
soundly based. One may well go on to 
argue that as a result these taxes are 
relatively “just” in one significant 
sense. Beyond this point, however, the 


argument gets less satisfactory. 


Freedom of Owner to Distribute Prop- 
erty as a Source of Injustice 


In one respect American death taxes 
are probably more inequitable than any 
other American tax. The amount of 
tax is to a large extent under the direct 
and deliberate control of the person 
planning the disposition of the estate. 
Moreover, the differences in tax result- 
ing from different types of action are 
not proportionate to the costs of vari- 
ous kinds of action nor are the social 
benefits commensurate with the differ- 
ences in tax. This range of problems is 
easily understood in general terms, but 
its significance is not always fully ap- 
preciated. 

One can escape almost any tax, but 
there are costs and _ inconveniences 
which in fact limit the realistic possi- 
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bilities. We can cut our income tax by 
going without some income, a choice 
which imposes costs. Many of us prob- 
ably save a few dollars of tax a year by 
revising our consumption to take ac- 
count of tax-created price differentials. 
Millions of families could save a hun- 
dred dollars or more of tax a year by 
reducing consumption of tobacco, liq- 
uor, and gasoline, but the satisfactions 
one could buy with the money gained 
would apparently not be worth the 
losses required; the sums involved in in- 
dividual cases are seldom more than a 
few hundred dollars a year. Yet thou- 
sands, hundreds of thousands, and mil- 
lions of dollars of death tax can be 
avoided (legally, of course) by actions 
that may have no significant costs and 
that may actually further the achieve- 
ment of other desired objectives. Not 
everyone is so fortunate, however, and 
some will find serious disadvantages in 
using tax-avoidance devices. What are 
the methods of distributing property to 
save tax? 

Big savings can result from even 
simple use of gifts: (1) Gift tax rates 
are one-fourth lower than estate tax 
rates; (2) The amount needed to pay 
the gift tax is not part of the tax base; 
(3) Multiple exclusions (exemptions) 
can be obtained for gifts made in dif- 
erent years; (4) Splitting the estate be- 
tween gifts and bequests permits avoid- 
ance of highest rates applicable to 
either. 

Assume a man expects to leave a 
net estate of $1,060,000. The estate 
tax would be $326,000 if he left it to 
his children but less than half as much, 
around $145,000, if he left it to his 
widow. If he were to dispose of the 
entire estate to his children in one gift 
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before death, the tax would be about 
$190,000. If he had three children and 
five grandchildren, by giving them an- 
nual gifts of $3,000 each, he could over 
a 10-year period cut the gift tax by 
about $60,000 to around $130,000. By 
holding on to somewhat over $100,000, 
he could get the total tax down to 
about $100,000, less than one-third the 
amount if all property remained in the 
estate. If his wife is alive while he is 
making gifts, the tax would be less than 
half as much. This illustration shows 
how by his own action a man could cut 
his tax on an estate of $1,060,000 from 
nearly one-third to perhaps one-twen- 
tieth while transmitting the property to 
his descendents. The illustration lacks 
refinements, and there is more to the 
story; but the broad outlines are accu- 
rate. 

Gifts are not the only tax-saving de- 
vice legally open to property owners. 
Another major method is to arrange to 
skip a generation, i.e., give or bequeath 
wealth to grandchildren so that there 
will be no tax when children die. By 
careful use of trusts, one can arrange to 
have the income from the property go 
to children as long as they are alive and 
only then to grandchildren. To skip a 
generation for tax purposes does not re- 
quire skipping a generation so far as 
concerns the key benefit of property 
ownership. One cost, however, is 
necessary—some loss of control over 
the property and its use. The ability 
and willingness of families to incur this 
cost varies. For those to whom the 
cost is unimportant, the tax avoidance 
is purchased cheaply. Others, though 
feeling the cost higher, pay it. Some, 
however, will not pay. The result is 
inequality and_ probably 


injustice."* 


14 One asks, of course, whether the decision not 
to incur the cost adds enough more to the family’s 
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The least tax (plus other costs) falls on 
families whose heirs have most compe- 
tence in managing property and whose 
older property owners recognize the 
ability. 

Getting the saving, however, requires 
deliberate action by the taxpayer, usu- 
ally on his initiative. As already noted, 
not all taxpayers are able and inclined 
to take the action appropriate for large 
or optimum tax saving. Consequently, 
big differences in tax result from the 
differences in the willingness and ability 
of persons to take certain steps. Per- 
haps one can think of reasons for argu- 
ing that such differences are likely to be 
related to differences that constitute a 
sound basis for large variations in tax 
burden (other things the same) so that 
equity or justice results. On the other 
hand, the results may be perverse. 
Tragic misfortune may be the source of 
the inability to take advantage (pre- 
mature death or mental incompetence) 
of avoidance devices, compounding the 
injustice. 

Are such inequalities resulting from 
deliberate taxpayer action inherent in 
death and gift taxation? In other 
words, could transfer taxes be devised 
which would reduce or eliminate many 
of the possibilities of tax avoidance? 
Not all, but some! Congress could 
amend the law to reduce the control 
which the taxpayer has over the amount 
of tax he or his heirs pay. Narrowing 
the range of discretion could make tax 
avoidance harder, but it could not elimi- 
nate this source of inequality entirely. 

Gross inequities arise from a related 
factor. Ignorance, among other things, 
can produce great differences in tax. 





well-being to put it on a par with the family which 
chose to use the tax avoidance device. 


For reasons 
too complex to examine here, I think that such 
equality is not to be expected and that some families 


get a “tax avoider’s surplus. 
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This condition, I suggest, runs counter 
to defensible standards of equity. For 
federal tax, anyone with a net estate in- 
cluding life insurance of over $60,000 
can benefit from legal tax avoidance 
methods. For some state taxes the fig- 
ure is much lower. The amount of tax 
payable depends, as we have seen, upon 
actions of the property owner. Obvi- 
ously, to take advantage of opportuni- 
ties, a man must know, first, that op- 
portunities for (great) saving of tax do 
in fact exist; then he must learn what 
they are. Only after taking both these 
steps is he in a position to act to his own 
best advantage. The variation in the 
position of property owners in these re- 
spects is wide indeed. A few are alert 
and well informed. Some are com- 
pletely ignorant. Most are in a big 


range between the extremes. Certainly, 
the knowledge necessary to minimize 


tax is not acquired automatically with 
the need for it. 

Members of families which have 
owned modest or large fortunes for a 
generation or more probably know that 
possibilities of significant death tax sav- 
ing exist and that expert advice should 
be obtained. The newer the fortune 
the less likely, I imagine, that the gen- 
eral possibilities are appreciated; there 
is somewhat less chance that contacts 
will have been made with attorneys, 
trust officials, and tax advisers and also 
less likelihood that someone of means 
in the immediate family will have died 
while high death taxes have been in ex- 
istence. In addition to newness, size of 
fortune may have a bearing on the ex- 
tent of awareness of tax saving facts. 
The larger the fortune, the greater the 
probability that the owner will have 
been approached by tax experts; the 
annual unpleasantness of the income 
tax breeds consciousness of taxes, of the 
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possibilities of avoidance, and of the 
existence of men willing to show the 
way. Other factors affecting the 
owner’s awareness of possibilities of sav- 
ing death tax are such things as the 
nature of the property and the way it 
was acquired, the community in which 
one lives, profession, age, friends, read- 
ing customs, sex, and general interests 
—all distributed unequally. 

How can the prospective taxpayer 
learn about the tax even in general out- 
line, or about changes? He is not 
forced to examine the estate tax and its 
effects on him each year as he does the 
income tax. Unlike commodity and 
property taxes, death taxes are not levied 
in small or regular amounts which sel- 
dom change greatly. Moreover, Ameri- 
can death taxes are extremely compli- 
cated, more so, I think, than any tax 
except recent excess profits taxes and 
possibly the most intricate features of the 
income tax. ‘Therefore, optimum ad- 
justment for the taxpayer unfortu- 
nately requires some appreciation of an 
extremely complex tax. What facili- 
ties does our society have for bringing 
prospective death taxes to the attention 
of persons likely to be affected? 

Although there are several, we can- 
not be certain that even one will reach 
each person potentially subject to tax. 
Newspapers (and the radio and popular 
magazines) may report major Congres- 
sional action; even in large cities, how- 
ever, newspapers seldom give enough in- 
formation and interpretation to pro- 
vide many persons with adequate basis 
for action. Banks and trust companies 
have increasingly, during the last fifteen 
years, advertised and circularized se- 
lected mailing lists, pointing out that 
death taxes present difficult problems 
and indicating that action before death 
may save large amounts in taxes. Such 
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appeals probably reach a large fraction 
of persons whose estates are potentially 
subject to tax; yet many, especially 
those with smaller estates, are not 
reached, and the appeals are often so 
restrained that they fall far short of 
conveying an idea of the magnitudes 
involved. 

Life insurance salesmen spread infor- 
mation and consciousness of the taxes; 
I have no basis for judging the accuracy 
and objectivity of their efforts. When 
a will is being drafted, the lawyer is 
likely to raise the issue of death taxes 
even if the client does not; but not 
everyone with an estate subject to tax 
has a will, and not all with wills review 
them frequently. Other ways in which 
consciousness of death taxes spreads in- 
clude banking transactions, discussions 
of income tax problems, filing of a gift 
tax return, formation or change of a 
partnership agreement, and solicitation 
by a philanthropy. 

Yet it is not enough that one knows 
that a problem exists. The taxpayer, to 
adjust, must also know something of 
the size of the problem and the kinds 
of action he may take. If there is 
nothing he can do, or if the possible 
benefit is small in relation to the costs, 
the situation is obviously very different 
from that when there are several things 
he can try and when some at least will 
bring huge returns. To distinguish 
these stiuations, one must have reliable 
information in considerable detail. 
Then to select from among the few best 
alternatives and to put a plan into ef- 
fect, one must have precise information 
in very technical fields. One must also 
take chances.’® 


15 Somewhat the same considerations apply to the 
income tax. Income tax decisions, however, are 
often more easily reversible than those for death 
tax; they sometimes are offsetting during a period 
of years; and/or they do not involve so much in a 
single case. 
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As already noted, the complexity of 
American death and gift taxes is be- 
yond description here. Few economists 
are likely to appreciate even vaguely 
the intricacies and complexities (stat- 
utes, rulings, court decisions, and ad- 
ministration). That is not their job. 
It is a job facing the taxpayer, however, 
one calling for high skill. It is a job 
that may never end. For the tax sys- 
tem changes constantly, and what is to- 
day a reasonably good understanding 
of details may be made obsolete in im- 
portant respects by a new administra- 
tive interpretation or practice, by a 
court decision, to say nothing of 
changes in legislation, federal or state. 

The problem is like many others in 
which one must choose and rely upon 
experts. Not everyone who claims to 


be an expert, or who has some more ob- 
jective label or established reputation, is 
equally competent. To choose, the lay- 


man must have a general notion of the 
problem he faces and must then select 
from among the possible advisers; if he 
knew enough to make accurate ap- 
praisals of experts, he would not need 
them. The dilemma is inescapable. 
Much rests upon the quality of the ad- 
vice received, but choice of adviser can- 
not be decided on the basis of the qual- 
ity which different advisers will offer. 
The real problem is still more diffi- 
cult. Complicated questions about the 
disposition of an estate involve many 
types of problems, their relative impor- 
tance varying widely. For example, 
the person who can give the best per- 
sonal advice may be poorly qualified to 
give legal or investment advice.’® The 


16 The personalities of possible heirs present one 
kind of problem. As children get older, how will 
they develop (with or without a gift now)? Will 
a widow if left in control prove skillful, tyrannical, 
stupid? Will she get senile? Which kinds of in- 
vestment will prove best for the heirs? What legal 
devices and technicalities in trusts or powers of ap- 

(continued on next page) 
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balancing of many considerations re- 
quires kinds of skill that are not easily 
hired, especially in combination. When 
they are found, however, they can pro- 
duce big returns. Because these com- 
binations of skill are not readily obtain- 
able and are not easily detected when 
they have been obtained, and because so 
much death tax (and other objectives 
affected by the tax) may depend upon 
them, death taxes contain a highly ca- 
pricious element. Relative tax burdens 
depend more upon such accidents than 
seems consistent with justice. 

I suspect that there are not many ad- 
visers who are competent to give first- 
rate death tax planning advice. Most 
large cities will contain a few, and 
many smaller cities some. Below the 
top rank, of course, there will be many 
advisers offering moderately good coun- 
sel. The best most communities will 
offer, however, will be poor. Of 
course, even when the advice available 
is excellent or good, many who need it 
may follow quite different counsel. The 
estate-planning literature has grown, 
spreading general information; this lit- 
erature serves to make more people 
aware that there is a problem, as well as 
to suggest its nature and solutions. Yet 
the ordinary lawyer in drafting a will 
is not able to charge a high enough fee 
to warrant spending the many hours 
necessary to plan an estate most effec- 
tively. Trust officers and life insurance 
salesmen may often, though not always, 
be in the same situation; moreover, 
they may not be completely objective 
because they have special interests 
which likely affect their advice (per- 
haps unconsciously). 

To summarize: Present American 
death taxes put a high price on igno- 
rance, but in fact taxpayers are by no 
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means equally situated for dispelling 
their ignorance. As a rule, the tax 
consequences are probably regressive; 
owners of very large estates, I suspect, 
generally get better tax advice than 
owners of small estates. If the death 
and gift taxes were revised to reach a 
much larger fraction of all estates and, 
especially, if the first bracket rates were 
raised as needed to make these taxes 
heavy revenue producers, this source of 
inequity would become much more 
serious. 


Type of Property and Inequality 


Inequalities also grow out of the type 
of property transferred. Legislatures 
sometimes deliberately discriminate in 
favor of particular types of property. 
Life insurance is a common example. 
The reasons cited for such favoritism 
are not necessarily convincing. Yet if 
one does not insist upon being moder- 
ately realistic (or skeptical) about the 
processes of lawmaking, one may con- 
clude that such deliberate discrimina- 
tions are a considered price to pay to 
achieve other objectives.'? Such in- 
equality is at least open. 

Other inequalities, however, are not 
so obvious and not the result of explicit 
legislative action. They are still less 
the result of a decision which represents 
in even some remote sense considered 
public opinion. Such inequalities come 
chiefly from two other conditions noted 
elsewhere in this paper—administrative 
practice and the flexibility resulting 
from property law. Some types of 
property are harder for officials to dis- 
cover fully than others, so wealth held 
in one form can be concealed (deliber- 


17 Special favoritisms can get into the law with- 
out serious legislative approval and certainly without 
a general understanding of the issues involved. Only 
a minority of the legislature may really understand 
and approve but because of strategic ability to exert 
influence may be able to induce others to vote the 
way it wishes. 
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ately or by accident) more easily than 
other types. Jewelry and cash, for ex- 
ample, escape the notice of tax officials 
more readily than registered securities 
or real estate. Property might be 
ranged in a scale from easily concealed 
to unconcealable. Families have differ- 
ent willingness and ability to put 
wealth in one form rather than another 
and to take advantage of opportunities 
for concealment. Will many try to 
hide wealth? A sobering piece of evi- 
dence is this: Many American families 
of high standards of citizenship and 
personal morality have a long tradition 
of failing to report fully their owner- 
ship of securities and other personal 
property for property tax. The reasons 
may seem adequate; if equally good 
reasons were found for concealing 
property from death tax authorities, 
much that should be reported would 
never be disclosed. Moderation in tax 
rates, taxpayer belief in the fairness and 
other merits of the tax, and thorough 
administration will help prevent eva- 
sion.'* Yet even with the best admin- 
istration reasonably possible some kinds 
of property are bound to be caught 
more fully than others. The poorer the 
administration, of course, the greater 
the inequality in effective tax burdens 
on families whose fortunes are invested 
in different types of property. 

Type of property also affects the 
ability with which an owner can take 
advantage of legal opportunities for 
avoidance. Inter vivos gifts and use of 
certain kinds of trusts, for example, of- 
fer some of the best opportunities for 


18 Persons who wish to shift investments to types 
easiest to conceal from death tax authorities will not 
own enough wealth in total for their selling of one 
type and buying of another to change prices appreci- 
ably. Capitalization will not, therefore, offset the 
tax benefits. 
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death tax avoidance. Some kinds of 
property are more easily given away or 
put in trust than others. Interests in 
pension funds or life insurance may not 
in fact be transferable or “ trustifi- 
able,” or may be so only with significant 
trouble or cost of other sort. Real es- 
tate and personal notes or accounts re- 
ceivable are harder to transfer than se- 
curities. Shares in closely held busi- 
nesses may be much less transferable 
than shares in big corporations because 
of legal restrictions or family opposi- 
tion. In short, the amount of tax ac- 
tually paid will vary according to the 
type of property owned because of dif- 
ferences in the ability of owners to shift 
the property. 

Moreover, form of ownership (more 
or less regardless of the type of prop- 
erty) creates sources of inequality. Al- 
though trusts are a major device for 
death tax avoidance, they also provide 
perhaps the outstanding example of re- 
strictions which impede use of avoid- 
ance opportunities. Property in trust 
may be includible in a person’s estate 
but beyond his power to distribute. 
Thus he may be unable to use legal 
avoidance devices, perhaps because of 
restrictions created by someone else. 
Joint ownership and partnership agree- 
ments sometimes create limits on trans- 
fer. Two persons with potential tax- 
able estates of the same size may there- 
fore face differences in taxes because 
one is free from ownership restrictions 
and can thus arrange for tax savings, 
the other not. 


Place of Residence and Location of 
Property as Sources of Inequality 


For many years the place where a de- 
cedent and/or his heirs lived, and the 
state in which the property was lo- 
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cated, could make a significant differ- 
ence in death taxes. State death taxes 
still vary from state to state; only state 
taxes reach below estates of $60,000 or 
often, in fact, family holdings of much 
more. For most families with more 
than nominal property, state of resi- 
dence makes a difference in death tax. 
Sometimes it will equal two or three 
years’ income. 

For the largest estates, however, the 
place of residence, whether determined 
by accident or design, is of little im- 
portance because federal tax (with the 
credit) overshadows state taxes. Yet 
state law of property, transmission, and 
ownership vary enough to influence 
death and gift taxes appreciably. The 
large anomalies that existed when some 
estates were granted the privilege of 
community property rules for federal 
death taxation and others were not 


have now been largely removed. Other 


differences still exist.’ Perhaps they 
will become more pronounced. By ac- 
cident or design, some states may add 
features which facilitate tax avoidance. 
And taxpayers may come to take fuller 
advantage of features that already exist. 
Perhaps, too, some national laws will be 
framed to facilitate tax avoidance. 
The opportunities are large, especially 
if Congress were induced to make some 
innocuous looking changes. 

A rather serious development is not 
out of the question. Removal or seri- 
ous weakening of the federal crediting 
device would enlarge the effective 
power of states to compete for invest- 
ment or residence of wealthy persons. 


19 Rules about what may safely be given children 
vary and affect the ability to use tax-saving gifts. 
Some state laws against perpetuities permit longer 
tying up of property than others; consequently, one 
more generation of death taxes may be skipped in 
one state than another, other things the same. 
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Some states would undoubtedly act dif- 
ferently from others—mere inaction 
with retention of present state laws 
would assure wide variations in death 
tax burdens. Place of residence or lo- 
cation of property could then make a 
substantial difference in tax. (Nevada 
still has no death or gift tax.) In fact, 
one may suspect that some advocates of 
“turning death taxes back to the 
states” hope thereby to make avoidance 
easier. What could be presented as a 
measure to decentralize power, to give 
states more autonomy, would in fact 
weaken their power in one vital sense: 
they would be at each other’s mercy, or 
the mercy of one.*° 

Perhaps place of residence or location 
of property is an adequate basis for 
large differences in death taxes. Yet 
one must doubt. The very few persons 
whose tax burdens differ, a minuscule 
percentage of the public, are not likely 
to find either other taxes or the quality 
of government service correspondingly 
offsetting. The mass of taxpayers and 
users of service will absorb the burdens 
or benefits. 


Age and Inequality 


Death taxes produce unequal results 
because of differences in the ages of de- 
cedents. The younger a person dies, 
the earlier the family loses the assets 
needed to pay tax and the income they 
would produce (after income tax). 
True, this extra cost of early death is 
offset to varying extent by the shorten- 
ing of the period needed to support the 
decedent, with a counter offset of his 
shortened period of earning capacity. 


20 The federal government may be exercising ex- 
cessive power in this field, especially in taking a dis- 
proportionate part of the total revenue. An obvious 
solution, then, is to enlarge the percentage which 


may be credited for state tax. 
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For any given size of estate, the true 
tax load (under present systems) on a 
family (one that is not doomed to die 
out soon) falls as the age of the dece- 
dent rises. The effect comes not only 
from the delay in paying tax. The 
longer a person lives, the less he need 
leave to provide any specific heir—a 
widow perhaps—with an annuity of a 
given amount. More can then be left 
directly to younger persons—children 
—with less need for an intervening tax. 
Moreover, the older a person, the more 
readily he can skip generations in trans- 
ferring wealth to children, grandchil- 
dren, or greatgrandchildren without 
worrisome costs, such as may be in- 
volved in assuring protection against 
youthful investment folly.2' There is 


another factor. A man who dies at age 
60 after providing his children with 
good educations passes more than a man 


aged 40 who leaves the same dollar 
amount at death but whose children 
still need support for many years, in- 
cluding most of their formal education; 
progression which does not allow for 
ages of dependents and heirs, and the 
change of family obligations as time 
passes, discriminates unequally. 


Valuation as a Source of Inequality 


The difficulties of valuation for death 
tax are unique and greater, I think, 
than for any other tax (per case or per 
dollar of revenue). The pitfalls of 
valuation in property taxation are an 
old story. Yet death taxation involves 
almost all of the difficult property tax 


21 Putting property in trust involves costs of ad- 
ministration and loss of control. A man in his 
fifties might be unwilling to give his grandchild 
wealth outright or tie it up in a trust. Twenty 
years later, however, he might feel safe in making 
an outright gift or a bequest directly to the grand- 


child. 
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valuation problems,” and it presents 
many more, some of which are greater 
than those of the property tax. The 
income tax also presents valuation prob- 
lems, but the difficult ones arise only 
exceptionally, or errors tend to be self- 
correcting (such as valuation for de- 
preciation). 

The uncertainties of real estate ap- 
praisals are well known; they are prob- 
ably no worse for death tax purposes 
than for property taxation, except that 
often more tax depends upon a single 
death tax valuation than upon any one 
property tax appraisal. Going busi- 
nesses and fractional interests in such 
businesses are at best hard to value cor- 
rectly; they appear not infrequently in 
estates. Personal notes, mortgages, 
thousands of rarely traded unlisted se- 
curities, or securities held in blocks 
large relative to the number dealt in 
regularly, art objects, assigned or mixed 
interests in life insurance policies, dower 
rights, joint ownership claims, jewelry, 
crops and livestock, special collections, 
and other types of property can present 
very hard valuation problems, regard- 
less of the occasion. Largely peculiar 
to death and gift taxation, however, is 
another type of valuation problem— 
the valuation of life interests, remain- 
der interests of various types, and in 
general the fractional interests into 
which wealth, and rights or chances to 
future income, can be divided. The 
flexibility and complexity which have 
been made possible by the development 
of property law presumably resulted 
from desires to meet real needs of a de- 
veloping economy. ‘They serve useful 
purposes, such as making possible kinds 


22 The valuation of giant businesses under unit 
rule property taxation may present an exception. 
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of economic adjustment and provisions 
for heirs which some persons want. 
Yet an incidental by-product is that 
they lead to the creation of some prop- 
erty interests, assets, which cannot pos- 
sibly be appraised with even moderate 
claims for accuracy. 

Will not actuarial data, however, per- 
mit reasonably good answers? Some- 
times, but by no means always. It is 
one thing to compute insurance pre- 
miums by using actuarial data but quite 
another for computing taxes which are 
both heavy and unequal. The (force- 
ful) application of group experience to 
individual cases when large sums are in- 
volved can be highly inequitable. And 
there are types of contingencies for 
which no reliable actuarial data are 
available—remarriage, the need of a 
widow for extra funds for support. 
There also is no necessity that when ac- 
tuarial data are used they are the best— 
witness the fact that until recently the 
United States Treasury used mortality 
tables based on British mortality experi- 
ence several years before the first use of 
ether and almost half a century before 
Pasteur’s discoveries. The ‘Treasury 
also used an interest rate higher than it 
had paid on new borrowings for more 
than a quarter of a century.” 

Is there systematic inequality in val- 
uation? This question is impossible to 
answer, for an answer requires (in addi- 
tion to vast amounts of data not avail- 
able) knowledge of what is correct, 


23 The slowness with which the Treasury adjusted 
to changing mortality experience and interest rates 
is hard to justify. For more than a decade it re- 
fused to apply for tax valuation a standard of in- 
terest rates it insisted upon in borrowing. The 
mortality data were a century old. I doubt that 
the Treasury stood to gain revenue by its stubborn- 
ness; the erroneous criteria sometimes meant more 
revenue, sometimes less. The real harm done was 
needless inequality in treatment of taxpayers. 
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just the matter in dispute. Probably, 
however, there is some consistent in- 
equality. Estates large enough to war- 
rant the expense of persistent and ex- 
pert challenge will tend to get lower 
valuations. Yet size of estate may be 
less important than type of asset as a 
source of inequality. The more an es- 
tate consists of interests that are hard to 
value, the greater the chances of in- 
equality. To this extent, certainly, in- 
equality is systematic. Beyond this, 
however, judgment becomes much 
more difficult. Shares of closely owned 
corporations are certainly valued in 
ways that differ from those used in 
valuing widely owned, actively traded 
shares. Whether the results in terms 
of higher or lower values are generally 
consistent is hard to say, if only because 
we disagree about “ what ought to be.” 
Yet appreciable inequality from case to 
case is likely because of the “ human 
element,” if nothing else. 


Fluctuations in Property Values as a 
Source of Injustice 


Because death taxes are incurred in- 
frequently, and because their timing 
cannot be foreseen accurately, differ- 
ences in burden result which may be 
largely, though not entirely, irrelevant 
to the underlying conditions affecting 
people. In another article I have shown 
how variations in the prices of prop- 
erty, especially common stock, affect 
the amount of tax in terms of real as- 
sets. The higher the level of property 
values when the estate is assessed for 
tax purposes, the larger the proportion 
of stock, real estate, bonds, or other as- 
sets that must go to the Treasury. At 
one level of stock prices the tax may 
take one-fifth of the shares while at a 
later level the tax may take one-fourth 
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or one-sixth, everything else the same. 

Asset prices, of course, do change. 
From year to year they sometimes fluc- 
tuate widely, but not together or in the 
same amounts. Some estates and gifts 
must be valued at one set of prices, 
others of exactly the same properties at 
significantly different prices; neither set 
of prices may prevail more than a few 
weeks, Temporary conditions can thus 
have great and permanent effects on a 
family’s fortunes. Economists have 
long recognized that failure to provide 
averaging in a progressive income tax 
can lead to inequities. The same essen- 
tial argument applies, probably with 
greater force, to the estate tax. A 
whole generation’s burden, speaking 
roughly, depends upon the level of 
property values at a single moment.” 

It is hardly possible for a person, 
even if he so wished, to time his death 


to coincide with the low point of values 
of the assets he owns. Chance plays a 
large part in determining the relative 
amounts of different estates taken in 


taxes. Hardly an equitable condition! 

Most taxpayers, it is true, have two 
general ways of reducing this hazard. 
First, they can shift holdings from as- 
sets whose prices fluctuate most, such as 
stock, business interests and real estate, 
to highest quality bonds, cash, life in- 
surance and annuities.*” Any sacrifices 
involved are an added cost of the tax to 
the property owner but one which 
likely burdens him more than _ the 
Treasury benefits. In short, persons 
with certain kinds of assets will find 


24 The optional valuation privilege of the federal 
estate tax, however, gives appreciable choice in many 
cases, 


25. An important related tax advantage may also 
be gained, the solution of any liquidity problem fac- 
ing the estate. The need for liquidity also involves 


risks, 
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the total real burden of death taxes in- 
creased by actions they take to protect 
themselves against the hazards of fluc- 
tuating asset prices. 

A second way of reducing the hazard 
is to give property away during life, 
choosing periods of low market prices. 
This method is by no means easy to use 
in practice. Even if a property owner’s 
judgment of the level of asset prices is 
good, he cannot reasonably hope to hit 
the trough every time. The factor of 
valuation is another element to be taken 
into account in appraising the merits 
of disposing of property by gift. Since 
it must be combined with many others, 
different taxpayers will have different 
opportunities to use it as fully as their 
judgment would permit, another in- 
equality. 


Administration and Equity— 
Additional Comments 


Other inequalities result from ad- 
ministration. Their seriousness results 
from the fact that tax rates are high 
and progressive. With low rates the 
difficulties might disappear for most 
practical purposes; even if the rates 
were higher but flat or nearly so, there 
would be less ground for worry. But 
today rates are sufficiently high and 
progressive for the differences in tax 
which may result from the exercise of 
administrative discretion to be great in- 
deed. Different people are affected dif- 
ferently by an essentially arbitrary 
process, one which the public has not 
obviously desired, as it does desire the 
more familiar differences produced by 
rate progression. 

For one thing the tax in each case de- 
pends upon what one or a few revenue 
agents do. Try to visualize just how 
much discretion the tax administrator 
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has. The range, even for the individ- 
ual agent, is certainly large—in valua- 
tion especially but also in other matters. 
Of course, there is supervision. The 
federal estate tax staff is not too large 
to be supervised well enough to insure 
reasonable uniformity. In_ practice, 
however, considerable variation may ex- 
ist; the central staff which Congress 
provides is not large enough to super- 
vise thoroughly, and the emphasis on 
local autonomy and responsibility (re- 
sulting from the decentralization pro- 
gram) has made Washington officials 
reluctant to overrule local decisions. 
Variations will seldom be huge but 
often more than inconsequential. And 
on the “detective” work which is an 


important part of death tax adminis- 
tration in perhaps one-third of all cases, 
the central supervisors will at best have 
difficulty in checking on local adminis- 


tration. How well are the facts about 
inter vivos gifts ferreted out or the 
accounts and affairs of a closely owned 
business analyzed? Within any district 
and over the country as a whole ac- 
complishments of agents will vary con- 
siderably. 

Uniformity among agents is not the 
only important consideration. The 
standards which are made uniform are 
also important. Every agent might use 
the same standards, but they might af- 
fect taxpayers very unequally. For ex- 
ample, valuation of closely owned firms 
might follow uniform standards of un- 
dervaluation. Such standards could not 
apply to cash or government bonds, 
however, and so estates with one pat- 
tern of asset composition would, in fact, 
be taxed differently from estates with 
other patterns. Or if, in practice, 
doubtful trust provisions are inter- 
preted in favor of taxpayer or gifts 
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generally excluded, there is inequality 
within an apparent framework of uni- 
formity. 

Here, certainly, the administration in 
fact has great discretion, especially on 
the side of laxity. If the uniformity 
takes the form of excessive toughness 
on taxpayers, some will eventually take 
cases to court; judicial determination 
will provide some check, but not neces- 
sarily uniformity. If the toughness ap- 
plies to cases with small tax, no prac- 
tical check is possible because of the 
costs of litigation. Another kind of 
administrative inequality will result 
from differing qualities of taxpayer 
representatives. Where counsel is poor, 
untrained, or weak (the widow and 
children as executors without good at- 
torneys), the administration may apply 
stricter standards than when the estate 
representatives are experienced and 
competent. 

There is almost no way an impartial 
outsider can check on the standards of 
the tax administrators. Records are 
confidential and are regularly open only 
to interested parties—the Treasury or 
the representatives of the particular es- 
tate concerned. Some, but by no 
means all, relevant data in specific cases 
become part of probate court records; 
yet even with tremendous resources one 
could not reconstruct from probate 
records enough of the evidence of 
enough cases to lay the basis for good 
judgment of the tax administrators. 
Too many intangibles are involved, too 
little is reported. Something can be 
gained from examining cases that are 
litigated—the kinds of situations the 
administration presses come to light 
with much supporting data. Yet sel- 
dom will all the important issues in an 
estate be litigated when some are; com- 
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promises may have been reached which 
reflect bad administration, or which 
could modify materially one’s judgment 
based on facts revealed in court. More- 
over, not everyone will go to court 
even if a case has great merit. The rec- 
ord in cases involving litigation will not 
reveal another possible weakness in ad- 
ministration—failure of officials to 
press the case against the estate to the 
utmost. If or when the estate is treated 
more lightly than it should be, there is 
not likely to be litigation. Low stand- 
ards may not be detectable, and if de- 
tected they cannot be measured. 

Other indications of the quality of 
administration can be gained from dis- 
cussions with taxpayer representatives, 
trust company officials, attorneys, and 
accountants; in fact, much qualitative 
information can be gained in this way. 
Yet one cannot rely upon this method 
fully for a variety of reasons: a high 
degree of subjectivity is inevitable; the 
experience of estates whose representa- 
tives were not somewhat specialized will 
be covered inadequately. 

There remains potentially the most 
effective method, official investigation 
either by Congress or an executive 
agency independent of the actual ad- 
ministration. Yet we have not had 
such an investigation; nor is one likely 
in a world which presses much greater 
and more urgent problems on Congress. 
And even if well staffed and with full 
access to all extant information, such a 
group would have great difficulties. The 
situations that present the problems are 
not black and white; the uncertainties 
may be great; the elements of bargain- 
ing, of guessing what the courts might 


NATIONAL TAX JOURNAL 


uphold, of suspicion about undisclosed 
evidence, all bear upon the decisions ac- 
tually reached. 

Death and gift taxes, more probably 
than any other, leave the actual results 
open to administration. Significantly 
large results depend upon essentially 
arbitrary and capricious (but by no 
means venal or stupid) actions of tax 
administrators. Taxpayers have widely 
varying ability to protect themselves. 
The public has, in fact, little way of 
knowing what really happens. Such 
considerations detract from the attrac- 
tiveness of these taxes and suggest an 
avenue of constructive action—doing 
what is possible to improve administra- 
tion. 


Final Comment 


Each of the points made here could 
be elaborated, and the list could be ex- 
panded. This discussion has obviously 
been one-sided, focusing on weaknesses. 
Yet it is at the weak spots that action is 
most needed. What actions? Some are 
perhaps clear, but in most cases con- 
siderable investigation and discussion 
may be needed. The defects of our 
system are greater, I believe, than is 
generally recognized. They can be re- 
duced, not by emasculating or aban- 
doning death taxation, but by revision 
and improvement. Compared with 
other taxes that will certainly be used 
in the foreseeable future, death and gift 
taxes have substantial potential merits. 
For myself, I believe that they could 
wisely be used more extensively than in 
this country today. If so, however, 
structural changes to reduce the defects © 
described above seem even more vital 
than they do now. 





NEW EVIDENCE ON TAX VALUATION OF 
PUBLIC SERVICE PROPERTY—CAP- 
ITALIZATION OF EARNINGS 


JAMES W. MARTIN * 


IN a paper presented at the 1953 Na- 
tional Tax Conference in Louisville,’ 
the writer outlined a method for the 
determination of an appropriate over- 
all rate of capitalization for use as one 
approach toward finding the market 
value of railroads and of other public 
service properties. At that time it was 
not feasible to report actual rates be- 
cause computations had not been com- 
pleted for all major classes of public 
service corporations or finally checked 
for any class. This paper reports the 
actual rates which the method reveals 
for several classes of such corporations. 


SUMMARY OF THE METHOD OF 
INVESTIGATION 


The method of study is designed to 
ascertain a rate or rates at which earn- 
ings can be capitalized as a means of 
estimating the actual market value of 
all property employed in public service 
operations, The problem confronted, 
therefore, involves the selection of an 
earnings figure as well as a determina- 
tion of the market rate. 


Selection of an Earnings Figure 


The capitalization of net utility op- 
erating income *—net railway operating 
* The author is Director of the Bureau of Busi- 


ness Research of the College of Commerce, Univer- 
sity of Kentucky. 


1 National Tax Association, Proceedings of: the 
Forty-Sixth National Conference, 1953, pp. 423 ff. 


2 The terminology used is that which is tradi- 
tional in public service corporation accounting and 


income in the case of railroads—has 
often been accepted uncritically; and 
even those appraisers who have found 
reason to reject this earnings measure 
have failed to uproot established prac- 
tices. This failure has been due to a 
number of reasons centered around a 
high and rapidly fluctuating federal in- 
come tax rate. The excess profits tax, 
in particular, has caused difficulty. The 
present Kentucky study assumes (a) 
that total operating revenues and net 
utility operating income plus income 
taxes, as well as net utility operating 
income, might well be feasible measures 
of earnings; * (b) that one of the alter- 
natives might prove to be a suitable 
substitute, or that two or more figures 
might be capitalized to arrive at a com- 
posite capitalized earnings figure; * and 
(c) that, consequently, devising a 
means of testing the reliability of the 
capitalization is as much a part of the 
problem as is finding an appropriate 
rate. 

The statistical analysis to test the re- 
liability of the three different earnings 
figures, according to the plan outlined 


docs not follow the more recent and perhaps more 
realistic practice (e.g. in an air line accounting) of 
regarding operating income as the figure before de- 
duction of income taxes. 


3In the case of railroads, a fourth alternative 
earnings figure, “ Net revenue from railway opera- 
tions,” is suggested by the analysis; but no statistical 
synthesis has tested capitalization of this figure. 


4In ordinary real estate appraisal, it is not un- 
usual to capitalize both gross rents and net rents as 
means of estimating capital value. 
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in the following paragraph, disclosed 
differences too small in most cases to 
justify discarding any of the earnings 
figures. Rather it appears definitely 
wiser to use all three capitalization tech- 
niques, employing the appropriate rate 
in each particular case. This is all the 
more true because the peculiarities of 
an individual corporation may cause 
the capitalization of any one earnings 
measure to misstate slightly, rather than 
reveal, the fair market value. For ex- 
ample, a corporation which is extra- 
ordinarily well or ill managed might 
show an unrepresentative net income 
figure which would be compensated by 
the independent use of gross receipts. 
Liability for excess profits tax seems to 
be accompanied by a figure for net util- 
ity operating income plus income taxes 
which is comparatively high and net 
utility operating income which is rela- 
tively low; the use of both figures as a 
basis for capitalization helps to produce 
an estimate of value that is more realis- 
tic than that for either taken alone. 
Accordingly, in a subsequent tabulation 
an approximate weighting ° is suggested 
as a means of combining the estimates 
from capitalizing each of the three 
measures of earnings. 

The author also tackled the problem 
of testing the comparative reliability of 
the three rates. The plan finally 
adopted was the statistically simple one 
of finding out how much the actual 
rates for individual corporations, as- 
suming the validity of the stock and 
debt figures, varied from the average. 
The measuring stick for testing this 
scatter around the average is called the 


5 The weighting suggested depends on dispersion. 
If the dispersion for any class of taxpayers is low, 
the weight proposed is high; if it is high, the weight 
is low. 
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standard deviation. About two-thirds 
of all the individual rates are less than 
one standard deviation above or below 
the average. The relative measure can 
be computed from this simply by divid- 
ing each standard deviation by the un- 
weighted average of the individual 
ratios (to arrive at the coefficient of 
variation). 

Study of the earnings statistics di- 
vided by the total value of the property 
(as explained below) demonstrates that, 
in terms of this measure of reliability, 
sometimes operating revenues, some- 
times net utility operating income plus 
income taxes, and sometimes net utility 
operating income is the most reliable 
earnings figure for capitalization. 

The major error in the method of 
testing the relative reliability of these 
measures of earnings for capitalization 
is the lack of stock and debt data for 
small companies for use as a criterion of 
the value of assets. This source of er- 
ror is compensated in the case of certain 
groups of public utilities by testing also 
against actual sales data. But, as most 
classes of public service properties rarely 
sell as wholes, this checking device is 
not available for some classes of utilities 
and is inadequately available for all. 
For example, the fact that the stock 
and debt quotations for all railroads re- 
flects the actual market value of all cor- 
porate property—if this can be accepted 
as a fact—does not mean that the value 
of one railroad is accurately measured 
by stock and debt. Indeed, it is pre- 
cisely because of the occasional distor- 
tions from employing any one criterion 
of value alone that several approaches 
need to be developed. Notwithstand- 
ing this and other lesser difficulties, the 
measurement of relative reliability by 
reference to the degree of variation 
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from the average of the ratios of earn- 
ings to stock and debt probably is su- 
perior to any available alternative. 
Such testing as has been made supports 
this view.® 


Determination of the Market Capitali- 
zation Rate 


For each of the several classes of pub- 
lic utility corporations,’ the capitaliza- 
tion rate has been found by dividing 
the earnings figure by the aggregate of 
stock and debt. The unweighted mean 
of these ratios * has been assumed to be 
the typical capitalization rate. Because 
the aggregate assets (a value equal to 
total stock and debt) include nonoper- 
ating as well as operating property, the 
earnings from both have been employed 
in finding the ratio.’ Technically, the 


6In the course of this research (subsequent to 
the statistical check described in the text) the au- 
thor has devised a method of correcting stock and 
debt for distortions due to unusual capitalization or 
dividend policy. The use of corrected stock and 
debt instead of the figures directly as quoted should 
produce a better ratio. 


7 The corporations of each class have been selected 
from Moody’s by two methods. In several instances 
all the corporations which qualified under the stated 
limitations have been used. In all other cases the 
selection was made at random by the Kentucky De- 
partment of Revenue clerks, except that the New 
York Central Railroad was excluded because of its 
extraordinary holdings of real estate not employed 
in the public service. The writer, however, has ex- 
cluded some of the corporations for which the clerks 
transcribed data because the facts were too incom- 
plete for use or because (through clerical inadvert- 
ence) the corporation data were transcribed even 
though they failed to meet a stated requirement. 


8 The average is unweighted, but slight modifica- 
tions have been made in the data tabulated to cor- 
rect for failure of the reported figures to show state 
income tax data. 


® There is an exception in the case of air lines due 
to their method of financing equipment purchases. 
Practically all air line nonoperating property is in 
special deposits or other liquid assets. So in this 
case the numerator of the fraction is adjusted. That 
is, for air lines the earnings measures have been di- 
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numerators employed (using railroad 
account names as illustrative) are (a) 
railway operating revenues plus other 
income, (b) income available for fixed 
charges less rents for leased road and 
equipment, and (c) income available 
for fixed charges less rents for leased 
road and equipment plus federal and 
state income taxes including excess 
profits tax. The denominator in each 
case is the total stock and debt at 
market value.'® Nonearning utilities 
have been excluded, as have nondivi- 
dend-paying corporations if any esti- 
mation of security values, aside from 
bonds such as equipment obligations, 
has been necessary. 

The operating data, with a few ex- 
ceptions where a shorter period had to 
be used, have been averaged for four 
years in the case of utilities other than 
railroads and for five years in the case 
of railroads. The averaging in the first 
group involved weighting the latest 
year, three; the previous one, two; and 
the two earlier years, one each. In the 
case of railroads, the weighting, which 
is recommended as preferable, is the 
latest year, three; next two years, two 
each; and fourth and fifth preceding 
years, one each. 

The current year quotations of stock 
and debt are used unless there seems to 
be a marked difference from year to 
year. In the case of rapidly growing 
or declining businesses, the stock-and- 
debt data for each of the income years 


vided by net stock and debt as that term is usually 
defined in assessment circles. 


10 It is assumed that this ratio is the same as the 
ratio of the earnings from operations to net stock 
and debt, that is to total stock and debt (presumed 
to be equal to total assets because liabilities plus 
proprietorship equals assets) less nonoperating prop- 
erty. But see footnote 6. 
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are employed.'' The quotations are the 
averages of monthly highs and lows 
as quoted in standard information 
sources '* or, lacking such frequent 
quotations, as near this standard as pos- 
sible. The current and deferred liabil- 
ities are book figures. In the case of 
certain corporations, if all stock were 
quoted, bond prices were estimated by 
Mr. James O. Roberts of the Kentucky 
Department of Revenue, a man having 
long experience in such work even be- 
fore his present valuation work in the 
Department of Revenue. Most of the 
estimates involved such securities as 
equipment trust obligations of railroads 
or comparable debt of other utilities. 

In the case of affiliated corporations, 
the stock and debt quotations are 
adapted to be as inclusive as the earn- 
ings figures. If the revenue data in- 
clude receipts from the operation of the 
leased property of a subsidiary, then the 
stock and debt of the subsidiary—to 
the extent that the equities are owned 
by persons outside the operating unit— 
are of course included in the stock and 
debt total.’® 

The statistical analysis to determine 
the capitalization rate for net utility 
operating income plus income taxes is 
defective to the extent that the data re- 
ported in Moody’s are not consistent. 
For some corporations only federal ex- 


11 For such rapidly growing or declining busi- 
nesses, special supplementary procedures are essential. 
They have been outlinud in the writer’s June, 1954 
address “ Progress Toward More Accurate Valuation 
of Railroads for Ad Valorem Taxation,” pp. 8 and 
9 of the multilith copy. This exceptional procedure 
is used only for industries in a process of rapid ex- 
pansion or contraction, 


12 Moody’s, The Chronicle, and National Monthly 
Stock Survey (New York: National Quotation Bu- 
reau). It is assumed that surplus is reflected in the 
value of stock; so it is not separately included. 


13 This merely means, obviously, that the statistics 
in this respect follow usual assessment procedure. 
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cess profits tax (if any) and federal in- 
come taxes are shown separately; for 
some both federal and state income 
taxes, including those on excess profits, 
are reported. Because federal income 
taxes are relatively large and state in- 
come taxes are small, the figures are of 
some importance even though the non- 
uniformity of data result in a degree of 
error.'* Because of failure to add state 
income taxes to the numerator of the 
fraction (when net utility operating in- 
come plus income taxes is the numer- 
ator) from which the rate is computed, 
the rates as computed are too low. The 
table below reflects a prior adjustment 
based on the typical approximate rela- 
tionship of state income taxes to net 
utility operating income. Especially 
for the classes of corporations which 
frequently enjoy considerable nonoper- 
ating income or which characteristically 
borrow heavily, the adjustment is not 
precise. The lack of precision really 
makes little difference, but the adjusted 
figures are doubtless the more accurate. 

The existence of the excess profits 
tax, which of course applies to some but 
not to all corporations, impairs the data 
used in computing the capitalization 
rates. The corporations which pay this 
tax appear to show too high a ratio of 
net utility operating income to net 
stock and debt and to show too low a 
ratio of net utility operating income 
plus taxes to net stock and debt." No 
way has been devised to test statistically 


14 Doubtless, also, the dispersion is increased so 
that this capitalization technique appears to be less 
satisfactory than it actually is. But in some cases 
state income taxes appear to be included even where 
that fact is not clear from Moody’s. 


15 With repeal of the excess profits tax doubtless 
a new computation should be made as soon as one 
or two years’ operating figures are available. This 
will be complicated by previously-accrued excess 
profits tax liability. 
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whether the liability of some corpora- 
tions for excess profits tax distorts the 
capitalization rate for total utility op- 
erating revenue. 

To test the hypothesis that the capi- 
talization rate for a small corporation 
might be different from that for a 
large concern, two approaches have 
been employed in the Kentucky study. 
In the first place, all the corporations 
for which data for a test were tran- 
scribed were divided into halves—one- 
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ice businesses. For certain classes only 
the capitalization rate for utility oper- 
ating revenue could be validated thus. 
In some cases this was because the prior 
earnings figures were incomplete; in 
others it was because individual enter- 
prises, rather than corporations, were 
involved and the income figures were 
therefore noncomparable.'® 


THE CAPITALIZATION RATES 


When any issue arises as to “ the rate 
of capitalization” of earnings incident 


TABLE 1 


Averace Rates or CAPITALIZATION Ner Utiuiry (RAtmway) 
OrerATING INcoME By CLaAss or UTILity CorPorATION 


Number of 
Corporations 


Air Lines 

Buses—-Urban 

Electric Companies 

Gas & Electric Companies 


Gas & Oil Transmission 

Gas Distribution Companies .... 
Railroads 

Telephone Companies ........ a? 
Water Companies 


half having utility operating revenue at 
or above the median of all corporations 
of a class and the other half having 
utility operating revenue at or below 
the median. Weighted and unweighted 
means of the individual corporations in 
each group have been computed and are 
compared below. 

In the second place, for small con- 
cerns of certain classes of corporations 
for which security quotations are un- 
available, the writer has gathered rec- 
ords of actual sales—some of them 
from the Reports of the Interstate 
Commerce Commission, some from state 
assessing and regulatory officers. The 
availability of these data makes possible 
in some cases the extension of the sta- 
tistics to include very small public serv- 


Corporations 


Average Rates 
Half of 


Corporations— 
Largest Size 


Half of 
Corporations— 
Smallest Size 


All 


6.2% 
66 
47 
47 


to public utility valuation for ad valo- 
rem property taxation, “the earnings 
figure” referred to is likely to be net 
railway operating income or net utility 
operating income. That is, the figure 
assumed is usually the net product of 
the public service property after the de- 
duction of corporate income, including 
excess profits, taxes. 


Rates for Capitalization of Earnings 


Application of the method just out- 
lined to data for nine classes of public 
service corporation data reveals the cap- 
italization rates set out in Table 1. In- 
terestingly, not one of these rates is the 


16 The results of the first of these tests, but not 
of the second, are reflected below. The data for 
very small concerns rest on evidence so limited that 
no report is justified. 





314 


6 per cent usually assumed to be proper 
for this purpose. 

Certain of the data in the table re- 
quire comment. In the first column of 
figures, the number of corporations in- 
cluded is shown. Although it seems es- 
sential to incorporate these figures to 
afford the reader a partial basis for ap- 
praising the statistics, the number taken 
alone could easily mislead the unwary. 
For example, the six gas or oil trans- 
mission lines include around 60 or 70 
per cent of all this type of business op- 
erated by all such public service com- 
panies. On the other hand, the 36 gas 
distribution companies and the 21 water 
companies constitute much smaller pro- 
portions of all such businesses. Sec- 
ondly, it will be observed that, in gen- 
eral, the smaller corporations appear to 
show a higher rate of capitalization 
than do the larger ones. This is what 
one would expect. But the available 
data show exactly the contrary to be 
characteristic of scheduled air lines.’? 


17 To facilitate interpretation of the figures for 
large and for small corporations, air lines and others, 
the following data as to the size are important. 


Gross Receipts or SMALLEST, MEDIAN, AND 
LarGcest CorPoraTIONS INCLUDED 
IN THE SAMPLE 
(in millions of dollars) 


Smallest Median Largest 
Air Lines $11.3 
Urban Buses y 58 
Electric Companies 1.1 148 
Gas & Electric 
Companies 
Gas & Oil 
Transmission 
Gas Distribution 
Companies 
Railroads ......... 1028.7 
Telephone 
Companies . 10 432.5 
Water Companies . : 0.5 7.0 


$ 167.2 
27.0 
70.1 


23.7 2478 


28.5 68.2 


26.8 44.7 


78.0 
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No explanation of this seemingly 
unique feature has been found. It has 
not been feasible from the data at hand 
to ascertain whether the distribution of 
the air mail subsidy may have influ- 
enced these showings. As substantially 
all the important lines and a consider- 
able number of the feeder-type lines are 
included, there is little doubt that the 
sample is adequate to establish this ex- 
traordinary characteristic. In this mat- 
ter of variations with the size of the 
enterprise, it will be observed that in 
some classes of public service business 
the variation is modest (e.g., electric 
power) whereas, in other classes, it is 
very substantial (e.g., gas and oil trans- 
mission ) . 

Doubtless there will be some objec- 
tion to the rates shown as too high or 
too low. Thus, thirdly, some reaction 
to the anticipated objections may be 
There is, of course, no pre- 


helpful. 


tense that the research reported here 


yields entirely definitive results. In- 
deed the major sources of error are 
identified in the text. Moreover, the 
period for which data are included is 
1951 (in the case of railroads, 1952) 
and the years immediately preceding. 
The rates revealed by analysis of statis- 
tics for that period may not be identical 
with those which study of information 
for other years would disclose. There 
are two particular reasons for the view 
that such is the case: (a) the changes 
in federal tax law since 1950 and (b) 
the numerous rate and wage controver- 
sies which have characterized, for ex- 
ample, the railroad and telephone busi- 
nesses. On the whole, there is strong 
reason for a restudy of the entire prob- 
lem using data for 1954 and subsequent 
years as soon as information for the pe- 
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riod following repeal of the excess prof- 
its tax are available. On the other 
hand, the relationships among the rates 
for various classes of public service con- 
cerns are probably closely approximated 
for the present time (August, 1954) in 
Table 1."* 
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centage points ' instead of to tenths of 
a percentage point as in Table 1. 

The rates, on the whole, are of the 
relative magnitudes which one would 
anticipate. As such rates have not 
heretofore been computed, their general 
level should raise less advance contro- 


TABLE 2 
AVERAGE RATES or CAPITALIZATION Gross Utinity (RAILWAY) 
OpeRATING REVENUE By CLASs oF UTILITY CoRPORATION 


Number of 
Corporations 


Air Lines 

Buses—Urban 

Electric Companies 

Gas & Electric Companies .... 


Gas & Oil Transmission ........ 
Gas Distribution Companies .... 
Railroads 

Telephone Companies ... 

Water Companies 


Table 2 presents data comparable 
with those in Table 1—but for the cap- 
italization of utility operating revenue, 
that is, the gross receipts from the con- 
duct of the public service business. 
These figures otherwise differ in char- 
acter from those in Table 1 in two im- 
portant respects: (a) The data shown 
in Moody’s permit inclusion of a sig- 
nificantly greater number of corpora- 
tions of certain classes, and so the size- 
distribution is superior and the sample 
generally more representative; and (b) 
the rates are corrected to whole per- 


18It is of interest that the N.A.T.A. Committee 
on Unit Valuation [Appraisal of Railroad and Other 
Public Utility Property for Ad Valorem Tax (Chi- 
cago, 1954), p. 36], employing a totally different 
method and using data for 1949, 1950, and 1951, 
arrived at substantially identical average rates for the 
two classes of public service corporations studied, 
railroads and electric utilities. 


Corporations 


Average Rates 
Half of 


Corporations— 
Largest Size 


Half of 
Corporations— 
Smallest Size 


All 


116% 117% 114% 
158 144 171 
23 22 23 
27 26 31 
22 i9 
33 33 
62 59 
31 33 
19 17 


versy than the rates shown in Table 1. 

Table 3, as is clear from previous 
discussion, merely employs a different 
income concept from that concerned in 
Table 1. The influence on rates due to 
the erratic behavior of federal, and to 
some extent state, taxes is mainly in one 
direction in Table 1 and in the opposite 
direction in Table 3. Capitalization 
both before and after income taxes 
doubtless reflects less distortion than 
capitalization of either figure alone. 
Obviously, if both are used, the rates 
appropriate for each must be found; 
hence the two tables. 

The technical character of Table 3 
requires little comment. For some 
classes of public service corporations ad- 
ditional data are available for computa- 


19 Of course, computations have been made on a 
more refined ‘basis. 
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tion of the rates reported here; in other 
instances slightly fewer corporations re- 
port data in a form suitable for this 
computation. An interesting relation- 
ship is that between the rates shown in 
Table 1 and those depicted in Table 3. 
Substantial variation from the typical 
has been treated as a circumstance to be 
investigated, but rarely has the inquiry 
justified itself. Perhaps the explanation 
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of gross receipts from public service 
businesses would give three equally de- 
pendabie estimates of the value of a 
corporation’s whole operating property. 
So, as previously explained, statistical 
tests have been devised and applied to 
determine quantitatively the relative 
reliability of each of the three capitali- 
zations, 

Table 4 shows for each class of cor- 


TABLE 3 
Averace Rates or Caprravization Net Utiniry (Ramway) Operatina INCOME 
Pius Income Taxes py Ciass or Utitiry Corporation 


Number of 
Corporations 


Air Lines 12 
Buses—Urban 14 
Electric Companies ..........°.. 

Gas & Electric Companies 


Gas & Oil Transmission ......... 
Gas Distribution Companies .... 
Railroads 

Telephone Companies 

Water Companies . 


lies primarily in four sorts of variations 
among the different classes of busi- 
nesses: (a) those in the relationship of 
operating income to other income and 
to other deductions, (b) those in tax 
deductions dependent on characteristic 
capitalization structure, (c) those due 
to the erratic incidence of the excess 
profits tax, and (d) those sternmming 
from the varying influence of prior- 
year tax settlernents. However, at least 
a minor influence has been special statu- 
tory tax provisions, particularly those 
in the federal income tax law. 


Weighting Capitalized Earnings from 
the Use of Different Rates 
It would be a trifle naive to assume 


that capitalization of net operating in- 
come before and after income taxes and 


Corporations 


Average Rates 





Half of Half of 
Corporations— Corporations— 
Largest Size Smallest Size 


All 


13.8% 
11.1 
7.2 


poration, and for the identical sample, 
the degree of scatter about each over-all 
average. The standard deviation figure 
presents the results of the computation 
in terms of variations from the mean 
in percentage points. Because the aver- 
ages (unweighted means) are different 
for various classes of businesses and for 
the three types of earnings figures, as 
shown in Tables 1 to 3, it is desirable 
to reduce them to a common denomi- 
nator. This is accomplished and the 
results shown in Table 4 by dividing 
the standard deviation by the mean to 
obtain a percentage variation from the 
mean (V). These percentage figures, 
of course, are directly comparable 
among themselves. 

Examination of these coefficients of 
variation (V), as previously noted, re- 
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veals some significant things, among 
them: (a) that the earnings figure 
which is most significant in one kind of 
business is not necessarily most signifi- 
cant in all kinds; (b) that the fact that 
some of the property used in a business 
is publicly provided has little, if any- 
thing, to do with identifying the meas- 
ure of earnings which is most meaning- 
ful for capitalization in particular cases; 
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receipts provide the most reliable basis 
of capitalization. In nonsubsidized 
public utilities, the facts are equally 
variable for different sorts of business. 

These coefficients of variation afford 
a basis for directly estimating relative 
weightings for capitalized earnings com- 
puted on the basis of each measuring 
stick—income after and income before 
deduction of income taxes and utility 


TABLE 4 
ScatTer or INpivinvAL Rates AROUND THE GENERAL AVERAGE 


Net Utility (Railway) 
Operating Income 


Net Utility (Railway) 
Operating Income Plus 
Income Taxes 


Utility (Railway) 
Operating Revenue 





Standard eee ones Standard Coefficient 


pe PETC Te «a 
Buses—Urban 14 
Electric Companies .. 0.7 
Gas & Electric 

Companies ........ 16 


Gas & Oil Transmission 1.9 
Gas Distribution 

Companies 15 
Railroads 19 
Telephone Companies 2.0 
Water Companies .... 16 


ida — o 
Bard v ‘ati 
Deviation Veriation* Deviation Variation * 


Standard Coefficient 
Devitien Variation * 


22.4% 5.9 
37.9 28 
25.3 12 


48.0% 
27.4 
17.0 


30.7 28 
46.7 2.1 
13 39.5 3.1 
18 30.0 38 


10 33.2 26 
6 32.6 16 





*The coefficient of the variation (V) equals the standard deviation (@) divided by the mean. 


and (c) that, with few if any excep- 
tions, the significance of each capitali- 
zation rate is such that the figure can- 


not be ignored. As to (a), note from 


the table that gross revenue as a meas- 
ure of earnings shows for air lines and 
for gas and electric corporations a much 
lower coefficient of variation and is 
therefore more reliable than either of 
the other figures; that for bus and for 
electric companies net operating income 
after taxes is most reliable; and that for 
gas and oil transmission lines the net 
before taxes shows the lower variation 
and is therefore most reliable. As to 
the lack of influence of government 
subsidies, note that, for air lines, gross 


Operating revenue. The estimates, ar- 
rived at directly from Table 4, together 
with some sample applications to par- 
ticular taxpayer data, are shown in 
Table 5. The close inverse conformity 
with coefficients of variation shown in 
Table 4 will be observed. In applica- 
tion, the capitalized earnings are com- 
puted by each of the three methods, 
and the capitalized figures are weighted 
for each class of business as indicated 
to arrive at an estimate of total value 
of operating property by capitalization 
of income. 

Certain precautionary remarks may 
not be amiss. First, individuals famil- 
iar with assessment practice will under- 
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stand that the estimate arrived at by 
this means is not necessarily the valua- 
tion finally fixed for assessment pur- 
poses. For example, an estimate by 
means of the stock and debt approach 
will frequently be made and taken into 
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Thirdly, despite the second reservation, 
it appears that the relative weighting of 
the different capitalized earnings figures 
should invariably be that indicated in 
Table 5, Finally, the capital value esti- 
mate arrived at through capitalization 


TABLE 5 
Succestep WEIGHTING TO OptaiIn A Composite AVERAGE CAPITALIZED EARNINGS 


Weight for Capital- Weight for Capital- 
ization of Net Utility 
Operating Income 


Class 


Air Lines 

Buses — Urban 

Electric Companies 

Gas & Electric Companies .. 


Gas & Oil Transmission 
Gas Distribution Companies .. 
Railroads 

Telephone Companies 

Water Companies ... 


SCnwmwww We Sto 


consideration in reaching a final value 
figure. Secondly, the rate figures 
shown in the tables are averages; they 
are not necessarily the correct capitali- 
zation figures to employ in each in- 
dividual case. For example, very small 
corporations *° usually, perhaps always, 
require a different capitalization rate. 
These rates, at best, apply only to the 
sizes of corporations approximating the 
sizes represented in the sample studied.”" 


0 


20 See Martin, loc. cit., for application to individ- 
uals and partnerships. 


21 Although data for some small concerns based 
on sales statistics have been examined, the results of 
that analysis are not included in this paper. 


Weight for Capital- 
ization of Net Utility 
Operating Income 
Plus Income Taxes 


ization of Utility 
Operating Revenue 


NUS Bee 
CORNEA NWN 


of earnings supplemented perhaps by 
other techniques, includes all operating 
property and excludes nonoperating 
property owned by the same taxpayer. 
If cash or accounts or some other class 
of property is exempt or subject to dif- 
ferent tax rates, of course such prop- 
erty must be segregated from the tax- 
able property. Similarly, if the corpo- 
ration owns property subject to taxa- 
tion but not employed in the public 
service, such property obviously must 
be separately appraised and placed on 
the tax roll. 





THE ROLE OF THE REAL PROPERTY TAX IN 
MUNICIPAL FINANCE 


DAVID M. BLANK * 


N a recent article in this Journal,’ 

Melvin and Ann White presented a 
discussion of the effects of economic 
fluctuations on municipal finances. A 
comparison was drawn there between 
revenue requirements for a hypotheti- 
cal large city (under conditions of 
maintenance of present standards of 
municipal activity) and the tax yield 
(with constant rates) of several kinds 
of municipal tax systems, under several 
assumed but reasonable eight-year pro- 
jections of gross local products. The 
tax systems analyzed included one based 
soiely on the real property tax, another 
based on a combination of the property 
tax and a sales tax, and a third based 
on a combination of the property tax 
and a municipal income tax. For each 
tax system, the rate structure, which 
was held constant over the eight years, 
was assumed to be that which would 
just match revenue requirements in the 
initial year. The estimates of revenue 
requirements were derived from a de- 
tailed analysis of Bureau of the Census 
reports on large city finances; they will 
not be discussed here. The projections 
of gross local product included one 
based on secular growth with no change 
in the price level; a second, based on 
secular growth plus a substantial infla- 
tionary movement; a second pair of 
projections in which a moderate four- 


* The author 


Bureau of Economic Research. 


is currently with the 


National 


1 Melvin and Ann White, “Impact of Economic 
Fluctuations on Municipal Finance,” National Tax 
Journal, March, 1954, pp. 17-39. 
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year cycle was superimposed on the last 
four years of each of the first two pat- 
terns; and a third pair in which a mod- 
erate four-year cycle was superimposed 
on the first four years of the first two 
patterns. 


A striking feature of these compari- 
sons is that in no case did the eight-year 
total yield of the property tax system 
exceed the yields of the other two sys- 
tems; in most cases it fell substantially 
short of their yields. In the two pro- 
jections unaffected by cyclical varia- 
tion, the yields of the two combined 
systems exceeded that of the property 
tax system in every year except the ini- 
tial year when all systems were assumed 
to yield equal amounts of revenue. 
The same pattern appeared in the pro- 
jection in which a four-year cycle was 
superimposed on the last half of the in- 
flationary growth pattern. In the pro- 
jection in which the cycle was added to 
the last half of the noninflationary 
growth pattern, the property tax yield 
exceeded that of the other two systems 
by a small amount in the trough year 
of the depression but fell short in every 
other year. In the two projections in 
which the cycle was added at the first 
half of the eight-year period, there 
were two years in which the property 
tax system yielded larger revenue than 
the two combined systems, but it again 
fell substantially short in the remain- 
ing years. 


If one were to accept this analysis, it 
would be obvious that a municipal tax 
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system based solely on real property 
taxation would have only mild advan- 
tages in a depression over a system in- 
volving major dependence on either 
sales or income taxation and over- 
whelming disadvantages in all other pe- 
riods in which gross local product was 
growing. Indeed, if gross local product 
grew rapidly enough, the property tax 
system would not even be superior in 
yield during periods of business decline. 
The authors concluded that “ assuming 
a practical program of surplus carry- 
over can be worked out, it is clear that 
adoption of high elasticity (cycle sensi- 
tive) taxes by municipalities is to be 
encouraged.” 

There are important reasons, how- 
ever, for believing that the real prop- 
erty tax is not, or at least has not been, 
as poor a revenue-producer as the White 
analysis seems to indicate. It is with 
this question that the present discussion 
is concerned, 


Income Elasticities 


The tax system based solely on the 
property tax was assumed in the White 
article to have an elasticity of 0.2 with 
respect to changes in gross local prod- 


uct. The tax system dependent on a 
combination of property and sales taxes 
was assumed to have an income elastic- 
ity of 0.5. The combined property 
and income tax system was assumed to 
have an income elasticity of 1.0. 

These assumptions were based on 
data presented in an earlier article by 
Groves and Kahn,’ in which were de- 
veloped income elasticities for a large 
number of state and local taxes. 
Groves and Kahn calculated the income 
elasticity of general property assess- 


2 Harold M. Groves and C. Harry Kahn, “ The 
Stability of State and Local Tax Yields,” American 
Economic Review, March, 1952. 
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ments in Wisconsin to be 0.22;* of 
eight state sales taxes, between 0.99 
and 1.11; and of five state income 
taxes, between 1.41 and 1.81. 


In the White analysis, the elasticity 
of the property tax system was taken 
directly from the Groves-Kahn esti- 
mate. The elasticities of the property- 
sales tax and the property-income tax 
systems were obtained by so combining 
each pair of taxes that the weighted 
average elasticities were 0.5 and 1.0 re- 
spectively. 


Cyclical versus Secular Elasticities 


In order to evaluate the meaningful- 
ness of the 0.2 estimate of property tax 
elasticity for the purpose to which the 
White analysis is devoted, it is neces- 
sary to distinguish between cyclical and 
secular responsiveness of the property 
tax to growth in gross product. Such 
a distinction is probably irrelevant for 
sales and income taxes, for the bases 
against which these taxes are levied are 
almost identical with, and therefore 
vary almost proportionately with, gross 
product. Thus, a general proportional 
sales tax, with few exemptions, would 
have an income elasticity of about 1.0. 
Similarly, a proportional income tax 
with no exemptions would have an 
elasticity of about 1.0; state income 
taxes in use, however, typically involve 
both exemptions and progression and 
thus have an elasticity greater than 1.0. 
These elasticities should be roughly 
constant for fairly wide ranges of gross 
product regardless of whether the 
changes are positive or negative or 
whether they involve cyclical move- 
ment or secular growth. 


3 The income elasticity of property tax yields, 
granted a constant rate structure over time, would 
obviously be identical to the elasticity of property 
assessments. 





No. 4] 


The situation is markedly different 
for the property tax. The base against 
which this tax is levied, viz., private 
real property values, is independent of, 
although related to, gross product. 
There is no necessary reason why it 
should fluctuate in association with 
changes in gross product in the same 
manner as the sales and income tax 
bases, and in fact it typically does not 
so respond to cyclical changes in gross 
product. 

The sales and income tax bases fall 
and then rise in a peak-to-peak cycle, 
first, because of a fluctuation in the 
physical volume of sales and in real in- 
come and, second, because of a fluctua- 
tion in prices. On both counts the 


property tax base, viz., assessments, is 
more stable over the cycle. 

With regard to deflated values, the 
physical volume of real property, un- 


like the sales and income tax bases, ai- 
most never declines in a depression. 
Actually, it is highly likely that there 
has been no year in the history of this 
country in which the physical amount 
of real property has declined, since 
demolitions and abandonments of struc- 
tures have always taken place at an ex- 
tremely low rate and probably have 
never exceeded new building, at least 
for the period for which we have any 
quantitative knowledge. And land, for 
this purpose, is indestructible. How- 
ever, the deflated value of private real 
property probably did decline some- 
what in the great depression of the 
thirties, when depreciation on existing 
structures exceeded the value of new 
construction (and in the two world 
wars when new private construction 
was sharply limited). But this phe- 
nomenon probably did not occur in any 
other business cycle and surely not in 
any cycle of substantially more mod- 
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erate proportions. Thus, deflated prop- 
erty values typically remain stable or 
grow only slightly in depressions and 
then rise during prosperous times, in 
sharp contrast to real income which 
shows substantial movements in both 
positive and negative directions over 
the cycle. 

There are not sufficient data available 
to determine whether the price level of 
real property fluctuates more or less 
over the cycle than the general price 
level. But customary assessment prac- 
tice results in property assessments 
which fluctuate markedly less than the 
market price of real estate and mark- 
edly less than the general price level.‘ 
This is a consequence of assessors’ desire 
to value property at “ normal” values 
and usually results in wide fluctuations 
in the ratio of assessed value to market 
price over the cycle. 

For both reasons then, the property 
tax base is typically more stable over 
the cycle than the sales and income tax 
base. On these grounds, an income 
elasticity over the cycle of 0.2 for the 
property tax seems not unreasonable. 
But is such a marked difference be- 
tween secular changes in real property 
values and income or gross product 
equally reasonable? An elasticity of 
0.2 implies a five-times more rapid rate 
of growth in gross product than in real 
property values. It is difficult to be- 
lieve that a difference of such magni- 
tude has existed in the past over long 
periods of time in view of what we 
know about changes in the ratio of na- 
tional wealth to national income and in 
view of the historic dependence of lo- 
calities on property tax revenues. 

Unfortunately, data on local incomes 
are unavailable for any except the most 


4 See Mabel Newcomer, “ State and Local Financ- 
ing in Relation to Economic Fluctuations,” National 
Tax Journal, June, 1954, p. 101. 
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recent years, and thus it is impossible 
to determine directly the long-run elas- 
ticity of property assessments. But it 
is possible to obtain some reasonable 
judgments by indirect evidence. For 


example, assessed values of ordinary real 
estate in New York City and estimates 
of Gross National Product for the pe- 
riod 1919-1929 are presented in Table 
1. If we assume, initially, that gross 


TABLE 1 
New York City Assessep VALUES AND UNITED 
Srates Gross NATIONAL Propuct, 
1919-1929 


(In billions of dollars) 


United States 
Gross National 
Product 
(current prices) 


Assessed Value of 
Ordinary Real Estate 
in New York 
City 
(1) 


1919 78 

1920 8.0 

1921 93 

1922 9.5 

1923 99 

1924 10.4 

1925 11.2 

1926 12.2 

1927 13.7 ; 
1928 15.0 91.3 
1929 16.2 97.4 
Column 1: Citizens Budget Commis- 

sion, Fiscal Facts Concerning the 

City of New York, Vol. I, 1940, p. 9. 
Column 2: Simon Kuznets, National 

Product Since 1869, National Bureau 

of Economic Research, 1946, p. 51. 


Source: 


product in New York City moved 
roughly in the same fashion as United 
States gross product in these years, it 
can be seen that assessed values were af- 
fected little or not at all by the sharp 
cycle in 1920-1923 or by the minor 
cycles in 1923-1926 and 1926-1929. 
But the growth of assessed values over 
the entire eleven-year period was sub- 
stantially greater than that of gross 
product. The former increased 107.6 
per cent between 1919 and 1929; the 
latter, 33.1 per cent. On the present 
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assumption, this would indicate an elas- 
ticity of 3.3. 

Actually New York City gross prod- 
uct probably grew more rapidly in this 
period than United States gross prod- 
uct. Thus, the number of gainful 
workers in New York City increased 
by 25.9 per cent between 1920 and 
1930, while the increase for the United 
States as a whole was only 17.3 per 


TABLE 2 
Assessep VALUE OF UNITED States TAXABLE 
Rear Property, AND UNitep States Gross 
NATIONAL Propuct, BENCHMARK 
Dates, 1902-1929 


(In billions of current dollars) 


Gross 
National 
Product 
(annual 
average) 


(1) (2) (3) 


Ratio of 
Col: 1 to 
Col. 2 


Assessed 


Velee Period 


1902 
1912 
1922 
1929 


20.2 1.35 
1910-1914 933.9 1.61 
1920-1924 77.5 1.25 
1927-1931 88.1 1.53 


273 1900-1904 

54.5 

97.9 

134.7 

Source: Column 1: Mabel Newcomer, “ The 
Decline of the General Property 
Tax,” National Tax Journal, March, 
1953, p. 46. 

Column 2: Estimates by Simon Kuz- 
nets for his forthcoming volume on 
capital formation and financing in 
the United States. 


cent.” But even if the increase in New 
York gross product were twice that of 
the nation as a whole, the income elas- 
ticity of New York assessments during 
the twenties would still be substantially 
greater than unity. 

These data refer to only a single city 
during a decade characterized by the 
greatest construction boom (in relative 
terms) of at least the last 75 years. 
Would similar results be obtained for 
longer periods and for other areas? 
Some light is shed on this question in 
Table 2, in which are presented esti- 


5 1930 Census of Population, Vol. 1V, pp. 7, 1084 
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mates of total real estate assessments for 
the United States at benchmark dates 
between 1902 and 1929 and estimates 
of Gross National Product at compara- 
ble dates. Over the three decades be- 
tween 1902 and 1929, property assess- 
ments grew by 393 per cent and GNP, 
by 336 per cent, indicating an income 
elasticity for assessments of 1.2. For 
shorter periods the data show wide 
fluctuations in income elasticity (from 
0.6 in 1912-1922 to 2.6 in 1922-1929), 
but even the lowest coefficient is three 
times that used in the White analysis. 
The variations among subperiods seem 
to be related in part to the stage of the 
real estate cycle experienced. 

On the basis of these data, it can be 
concluded that at least for the years 
prior to 1930 the secular responsiveness 
of assessed values to changes in gross 
product, and hence of the yield of a 


real property tax with given rates, was 


substantially greater than 0.2. Indeed, 
the average elasticity coefficient for 
these three decades was about at the 
level of the coefficient indicated earlier 
for the general sales tax and probably 
at more than half the level suggested 
for state income taxes. 


Property Tax Elasticity in Recent 
Years 


An elasticity coefficient for assess- 
ments or property values, derived from 
data for a normal period characterized 
both by cyclical change and secular 
growth, would be some kind of weighted 
average of the low cyclical coefficient 
and the substantially higher secular co- 
efficient. The Groves-Kahn coefficient 
for Wisconsin property tax assessments 
in 1929-1948, however, was derived for 
a period characterized by an abnormally 
low level of private capital accumula- 
tion and an abnormally low trend co- 
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efficient, probably substantially lower 
than that experienced over any com- 
parable period in the nation’s history. 

The limited responsiveness of assess- 
ments to the growth in gross product 
between 1929 and 1948 was a result of 
at least two major and largely unique 
factors. First, these years were marked 
by an unusually low volume of con- 
struction. Private building was at an 
extremely low level throughout the 
thirties, recovered slightly in 1940 and 
1941, and then was restricted to mini- 
mal levels again during the war. It was 
only during the three postwar years 
that any substantial volume of private 
construction was undertaken. Second, 
during the war and immediate postwar 
years, assessments lagged far behind the 
rise in price levels for real property. 
These factors can be examined more 
clearly if we divide the 1929-1948 pe- 
riod into two subperiods, 1929-1939 
and 1939-1948, as in Table 3. 

Between 1929 and 1939 there was es- 
sentially no real growth in the econ- 
omy. The deflated value of GNP in 
1939 was only slightly higher than in 
1929, and the deflated value of private 
structures was slightly lower than in 
1929. Continuing depreciation on ex- 
isting structures had more than offset 
the extremely small volume of building 
during the thirties. The value of pri- 
vate real property in current prices de- 
clined somewhat more than proportion- 
ately to the decline in GNP in current 
prices. Aggregate assessments declined 
by about the same percentage as GNP 
and by a slightly smaller percentage 
than property values. Thus the ratio 
of assessments to property values was 
slightly higher in 1939 than in 1929, 
and the ratio of assessed values to GNP 
was almost precisely the same in 1939 
as in 1929. 
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Between 1939 and 1948, the real 
value of GNP increased substantially, 
by 57 per cent, while the increase in the 
real value of private structures was al- 
most imperceptible. The three post- 
war years of increasing construction 
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Added to this lag in property 
values, due largely to restricted con- 
struction activity, was a major lag in 
assessments. Although aggregate as- 
sessments rose between 1939 and 1948, 
they increased by a much smaller per- 


centage than did property values. Ac- 


just about offset the low level of private 
cordingly, the ratio between assessed 


building during the war.® The price 


TABLE 3 


VALue or Private Srructures 1n 1929 Prices, VALUE or Private Rear Property 1N 
Current Prices, Assessep VALUE oF TAXABLE Rear Property, AND Gross 
NATIONAL Propuct 1n CurreNT AND 1939 Prices, 

1929, 1939, 1948 


(In billions of dollars) 


Gross 
National 
Product 
(current 

prices) 


(6) 


Gross 
National 
Product 

(1939 

prices) 


(5) 


Private 


Structures 
Year "(1929 


Ratio of 
Col.3 to 
Col. 6 


Ratio of 
Col. 2 to 
Col.6 


Ratio of 
Col. 3 to 
Col. 2 


Assessed 
Value 


rices : 
prices) prices) 


(1) (2) 
1929 156.1 241.5 
1939 143.1 201.5 
1948 145.6 386.6 


(3) (4) 





134.7 
116.5 
148.9 


104.4 
91.1 
257.3 


85.9 | 
91.3 
143.5 


0.56 
0.59 
0.39 





Source: Columns 1 and 2: Raymond Goldsmith, “ A Perpetual Inventory of National Wealth,” 
Studies in Income and Wealth, Vol. XIV, National Bureau of Economic Research, 
1951, p. 18. ; 
Column 3: Mabel Newcomer, “The Decline of the General Property Tax,” National 
Taz Journal, March, 1953, p. 46. 
Column 5: National Income Supplement, Survey of Current Business, 1951, p. 146. 
Column 6: Survey of Current Business, July, 1954, pp. 4, 5. 


level for real property rose substantially 
over the nine-year period, at about the 
same order of magnitude as that in 
GNP, but the lack of increase in the 
deflated value of real property, con- 
trasted with the substantial increase in 
real GNP, resulted in a considerably 
smaller percentage increase in the ag- 
gregate current value of real property 
than in GNP in current prices. Conse- 
quently, the ratio of property values to 
GNP declined by about one-third. 


6 Private construction expenditures in 1945 were 
only 40 per cent of the 1929 level, while GNP in 
current prices was more than double its level in 
1929. Similarly, in 1940 private construction ex- 
penditures were only 60 per cent of its level in 
1929, while GNP had fully recovered to its 1929 
level. 


values and the market value of real 
property declined from 0.59 to 0.39, or 
by about one-third. This fall was a re- 
sult of the fact that the major price in- 
creases in real estate in the war and par- 
ticularly in the early postwar years were 
largely disregarded by assessors on the 
grounds that the increase was only 
temporary and would collapse shortly. 
This was a common view of all ap- 
praisers during this period, and it is 
only in more recent years that assess- 
ments and appraisals generally have ac- 
cepted the current level of real estate 
prices as a basis for determining “ nor- 
mal” value. 

The ratio of assessments to GNP, 
which is a function of both the ratio 
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of property values to GNP and the 
ratio of assessments to property values, 
fell sharply over the nine-year period, 
from 1.28 to 0.58 or a decline of about 
55 per cent. 

For two reasons, then, the years 1929- 
1948 represent a unique period in the 
nation’s history. ‘There was no other 
period of comparable length in which 
private construction was as low as in 
these years and in which the deflated 
value of reproducible capital in real es- 
tate actually declined, as it did in these 
years. And there probably was no 
other period, at least since the Civil 
War, in which as rapid a rise in real 
estate prices was as little reflected in as- 
sessments as in the war and early post- 
war years. In view of the tremendous 
volume of construction currently being 
undertaken and the prospects for con- 
tinuance of the boom, it is almost im- 
possible, barring another war or great 
depression, to anticipate another period 
of lack of growth in real property in 
the immediately foreseeable future. 
Similarly, it is difficult to visualize an 
inflation of the magnitude experienced 
in real estate between 1939 and 1948, 
and certainly not one unreflected in as- 
sessments. Surely it is clear then that 
an elasticity coefficient derived from 
1929-1948 data would be much too low 
to be used in current forecasting be- 
cause the trend component in the data 
is significantly lower than that experi- 
enced in prior years and that likely to 
be experienced in the near future.’ 


7On two further scores the use of elasticity co- 
efficients in the White analysis seems inappropriate. 
First, it was pointed out above that a single co- 
efficient (for property taxes) is an average of a cy- 
clical and a typically higher trend coefficient. Such 
a single coefficient cannot be used to forecast prop- 
erty tax yields in a model with a hypothetical gross 
product stream characterized only by upward secu- 
lar movement, even if the underlying data were 
drawn from a “normal” period. Two of the 
White models are of such a nature. 
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The Yield of the Property Tax in a 
Growing Economy 


On all of these counts, then, an 0.2 
elasticity coefficient for property tax 
yields significantly underestimates the 
growth of property values and assess- 
ments in a future period in which secu- 
lar growth of the economy and its 
wealth is assumed to occur. If historic 
conditions prevail, a property tax city 
will do substantially better over the full 
eight-year period than is indicated by 
the White models, perhaps as well as 
cities characterized by property-sales 
tax and nearly as well as cities char- 
acterized by property-income tax sys- 
tems. And the property tax still offers 
important advantages in terms of cycli- 
cal stability. On this line of reasoning, 
it is by no means certain that cities 
would be wise to shift to taxes with 
higher cyclical elasticities. Pressure to 
add other taxes may rather come from 
the desire to increase municipal serv- 
ices, accompanied by a reluctance or in- 


Second, the degree to which a single empirically- 
derived coefficient approximates more closely the cy- 
‘lical coefficient or the trend coefficient is a function 
of the relative trend and cycle weights in the pe- 


riod from which the data were drawn. Such a 
single coefficient would yield inaccurate results if 
applied to a hypothetical gross product stream char- 
acterized by relative trend and cycle weights which 
were substantially different from those for the prod- 
uct stream during the period for which the elartic- 
ity coefficient were derived. This appears to be the 
case here. 

A rough index of relative cycle and trend weights 
for a period characterized by a single cycle can be 
obtained by calculating the ratio of the arithmetic 
sum of the percentage fall and rise of gross product 
over the cycle to the percentage rise of product 
from the initial to the terminal year. For Wiscon- 
sin income payments in the period 1929-1948, the 
product series employed by Groves and Kahn, such 
an index has a value of 2.90. In the four cycle- 
models in the White analysis, the index varies be- 
tween 1.10 and 1.96. Thus, the period from which 
the Groves-Kahn 0.2 coefficient was derived was 
characterized by a much larger ratio of cycle varia- 
tion to trend growth than the models used in the 
White analysis. 
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ability to raise property tax rates sub- 
stantially; but these circumstances are 
outside the frame of reference of the 
White analysis. 


The Growth of Property Values in 
Large Cities 


It is possible, however, that property 
values in large central cities may be 
somewhat less responsive to secular 
growth in gross local product in the 
future than in the pre-1930 period. 
This view stems from the major 
changes in patterns of urban growth 
which started in the twenties, were held 
back by the depression and the war, and 
are only now coming to fruition. 
These alterations are largely a result of 
the development of automobile and 
truck transportation and the conse- 
quent dispersion of population and in- 
dustry to outlying sections of metro- 
politan areas. Revolutionary changes 
are occurring in the patterns of urban 
land uses, at least two of which have 
direct relevance to the growth in prop- 
erty tax yields. 

First, a new relationship is being 
brought about between land values in 
central cities and in suburban areas. 
The automobile and the truck and the 
associated development of the one-story 
factory building have made central city 
land less valuable relative to outlying 
land for many kinds of activities. For 
example, land assessments in New York 
City have lagged much further behind 
the growth of gross product in New 
York over the last several decades than 
property assessments, even though the 
volume of building in New York since 
1930 has probably not been sufficient 
to offset depreciation on existing struc- 
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tures. Thus the total assessment for 
the land component of ordinary real es- 
tate in 1953 was eniy about $6.8 bil- 
lion, contrasted with $8.1 billion in 
1929, while the improvement assess- 
ment component grew from $8.2 bil- 
lion to $10.0 billion between 1929 and 
1953.8 

Second, studies of the historic pat- 
tern of land use change in central cities 
show that urban growth has usually 
been associated with a movement of 
heavy goods-handling industries to the 
outskirts of metropolitan areas with a 
concomitant increase in specialization 
of central city areas in light industries 
and services. The recent developments 
in transportation have tended to ac- 
centuate markedly this specialization of 
central cities. While this need not re- 
tard and may even enhance the growth 
of central city gross product, such ac- 
tivities tend to require less construction 
per worker and probably less construc- 
tion per dollar of gross product. Thus 
a continued trend in this direction will 
probably also reduce the future secular 
responsiveness of local property values 
to growth in gross local product. 

But it is clear that these changes in 
land use patterns affect as yet only the 
largest central cities in our metropoli- 
tan areas. And, even for these cities, it 
is highly unlikely that such changes 
will decrease the secular responsiveness 
of property values and assessments to 
gross product from their pre-1930 level 
of, say, 1.0 or greater to less than 0.75 
or 0.8. 


8 Citizens Budget Commission, Fiscal Facts Con- 
cerning the City of New York, Vol. 1, 1940, p. 9, 
Vol. II, 1947, p. 9, and annual supplements; Robert 
M. Haig and Carl §. Shoup, The Financial Problem 
of the City of New York, 1952, p. 125. 





IS THE FEDERAL OLD-AGE AND SURVIVORS 
INSURANCE TRUST FUND VALID? 


LEWIS H. KIMMEL * 


HE Social Security Act of 1935 

marked the beginning of a new era 
in the financing of public-welfare ac- 
tivities in the United States. Adequate 
protection for the aged and placing its 
financing on a sound financial basis 
were among the principal objectives of 
this Act. In furtherance of these goals, 
a system of old-age insurance financed 
by payroll taxes was established and 
federal grants to the states for old-age 
assistance were approved. The present 
article is concerned with only one fea- 
ture of this program—the trust fund 
created in connection with the old-age 
and survivors insurance system. 

The federal old-age and survivors in- 
surance trust fund has been widely 
criticized. These criticisms range from 
the mild accusation that old-age and 
survivors insurance is unintentionally 
deceptive to the extreme charge that the 
excess of old-age taxes over benefit pay- 
ments and expenses constitutes a fraud 
on the taxpayer. Old-age taxes not 
used to meet current requirements, it is 
contended, are spent by the govern- 
ment for any and all purposes for which 
funds are needed. It is also claimed 
that the assets held by the trust fund 
are nominal in character and do not 
represent values that can be used to 
cover future benefits! The majority 


* The author is a member of the research staff of 
The Brookings Institution. The views expressed in 
this article are those of the author and are not 
necessarily those of the other staff members or the 
administrative officers of the Institution. 


1 John T. Flynn, “ Our Present Dishonest Federal 
Old Age Pension Plan” The Reader’s Digest (May, 


view, of course, is that the federal 
OASI trust fund is as valid as any other 
trust fund, public or private.” 

If the assets held are ephemeral and 
no funds to cover future benefits have 
been set aside, the OASI trust fund is 
little more than an illusion, On the 
other hand, if upon careful examina- 
tion it appears that this fund meets all 
the tests of a valid trust, the position of 
those who contend the OASI trust fund 
is illusory is without merit. It is the 
author’s view that if this issue is to be 
resolved, the OASI trust fund must be 
considered from various points of view 
—accounting, legal, and economic. 


Legislative Authorization and Present 
Status 


The federal old-age and survivors in- 
surance trust fund was established on 
the books of the Treasury on January 1, 
1940, as provided by the 1939 amend- 
ments to the Social Security Act. This 
fund superseded the old-age reserve ac- 
count which had been created by the 
Social Security Act of 1935. Begin- 


1947), pp. 4 ff.; Harley L. Lutz, Guideposts to a 
Free Economy (1945), pp. 129 ff.; B. W. Gearhart, 
Social Security, Hearings before the Committee on 


Ways and Means, 76th Cong. 2d Sess., pp. 1265, 
1789. Lewis Meriam and others, The Cost and Fi- 
nancing of Social Security (1950), p. 155. 


2M. Albert Linton, “ ‘The Social Security Out- 
look,” Michigan Business Review, V (July, 1953), p. 
17; George B. Robinson, “ The Old-Age Reserve 
Fund is Not Illusory,” Quarterly Journal of Eco- 
nomics, LX (November, 1945), pp. 136 ff.; Edwin 
E. Witte, Social Security, Hearings before the Com- 
mittee on Ways and Means, 76th Cong. 2d Sess., pp. 
1756 ff. 
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ning with the fiscal year 1941 there has 
been appropriated to the OASI trust 
fund amounts equivalent to 100 per 
cent of payroll taxes or contributions 
collected for old-age purposes,’ includ- 
ing taxes on self-employment income, 
in accordance with the provisions of a 
permanent appropriation.* In addition, 
interest earnings on investments are 
credited to the fund. Benefits are pay- 
able from the fund, as are also certain 
administrative expenses. 

Thus far receipts or credits have ex- 
ceeded expenditures chargeable to the 
fund by a wide margin, and a substan- 
tial volume of assets has been accumu- 
lated. From January, 1937—the effec- 
tive date of the federal old-age taxes— 
through June, 1954, net accumulations 
were slightly over $20 billion. On 
June 30, 1954 the assets of the fund 
consisted of investments in the amount 
of $19.3 billion and an unexpended bal- 
ance of $702 million. The investments 
consisted of $17 billion of special cer- 
tificates of indebtedness and Treasury 
bonds in the amount of $2.3 billion. 


Accounting Aspects and Investment 
Procedures 


The taxes collected for old-age pur- 
poses are covered into the Treasury in 
the same manner as income taxes and 


other revenues. They lose their iden- 

3 These taxes are imposed under the provisions of 
the Federal Insurance Contributions Act. The levy 
on employees’ wages which is deducted from earn- 
ings—2 per cent of the first $4,200 of annual 
wages for the years 1955-1959—is perhaps best de- 
scribed as an income tax on wages. The tax on em- 
ployers at the same rate is legally an excise. Inter- 
nal Revenue Code, Secs. 3101, 3111, 35121. 


453 Stat. 1362; 64 Stat. 521. The original leg- 
islation provided that there should be appropriated 
to the old-age reserve account for each year (1937 
and thereafter) an amount sufficient as an annual 
premium to provide for old-age benefits for those 
covered by the insurance system. 49 Stat. 622. 
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tity in the general fund balance, but an 
equivalent amount is appropriated to 
the OASI trust fund in accordance with 
the permanent appropriation. The 
identity of the old-age taxes is lost un- 
der the familiar principle of comming- 
ling of funds. Even when a credit to a 
trust fund (or any other type of fund) 
is direct and immediate, rather than a 
consequence of an appropriation, it 
does not follow that the specific moneys 
or funds that resulted in the credit will 
be used to meet expenditures chargeable 
to the trust fund. Such expenditures 
are made by drawing checks payable by 
the Treasurer of the United States, and 
at the same time they are charged to 
the trust fund. 

Old-age taxes and other moneys 
credited to the federal OASI trust fund 
are not reflected in net budget receipts. 
They are not taken into account in 
computing the surplus or deficit in the 
administrative budget. On the other 
hand, receipts transferred to the OASI 
trust fund are taken into account in 
computing the cash surplus or deficit, 
which from the viewpoint of the Treas- 
ury is a derivative figure. 

Amounts credited to the OASI trust 
fund over and above benefits and ex- 
penses chargeable to the fund are avail- 
able for investment. Investment is per- 
mitted only in direct federal debt obli- 
gations, together with obligations guar- 
anteed as to both principal and interest 
by the federal government. Section 
201 of the Social Security Act specifi- 
cally provides that investment may be 
made in (1) special Treasury certifi- 
cates of indebtedness; (2) a new issue 
of Treasury bonds or other obligations; 
or (3) outstanding Treasury bonds or 
other obligations.° 


5 $3 Stat. 1363. 
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For the purpose of illustration, it will 
be assumed that on a given date the un- 
invested balance in the OASI trust fund 
is $400 million and that a working bal- 
ance of $100 million is deemed ample; 
it is therefore decided to invest the sum 
of $300 million. If the decision is to 
invest in a special nonmarketable cer- 
tificate, the transaction is effected by 
means of a nonnegotiable, intra-Treas- 
ury check signed by the managing 
trustee—the Secretary of the Treasury 
—or his authorized subordinate. In 
simple accounting terms, investment in 
a special issue involves the equivalent of 
a journal entry. That is, the check re- 
sults in a charge of $300 million to the 
OASI trust fund and public-debt re- 
ceipts are credited with the same 
amount. No cash leaves the Treasury 
and the general fund balance is not af- 
fected. The $300 million which had 


its origin in the excess of receipts over 
expenditures is now reflected in the 


public debt. In the public-debt state- 
ment, total special issues show an in- 
crease of $300 million, as does also the 
subclassification ‘ federal old-age and 
survivors insurance trust fund (certifi- 
cates).” A similar procedure is fol- 
lowed when investment is made in a 
new issue of Treasury bonds. The only 
difference is that in the public-debt 
statement the increase of $300 million 
is reflected in marketable public issues 
and the  suodclassification “ Treasury 
bonds” shows a like increase. 

If Treasury bonds or other obliga- 
tions were acquired in the open market, 
the procedure would differ. Suppose 
that a large city bank desires to dispose 
of a block of $300 million of Treasury 
bonds at the same time that a decision 
has been reached to invest $300 million 
of OASI funds. After brief negotia- 
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tions the terms of sale are agreed upon. 
In this case the managing trustee—or 
his authorized subordinate— issues a 
check to the bank, which is immedi- 
ately available to build up the bank’s 
reserve balance or to meet other needs. 
The general fund balance of the Treas- 
ury would be reduced by $300 million 
and the uninvested portion of the OASI 
balance would be reduced by the same 
amount. Total federal debt remains 
unchanged. The statement in which 
the public debt is classified by types of 
holders or owners would show a de- 
crease of $300 million in debt held by 
the public and a like increase in debt 
held by trust funds and investment ac- 
counts. 


The foregoing discussion has estab- 
lished three facts that are important for 
the analysis that follows. First, the 
OASI trust fund was established by a 
clear legislative mandate. Second, cred- 
its to this fund—other than interest 
earnings—result from transfers from 
total budget receipts equivalent in 
amount to old-age and self-employment 
taxes, as required by a permanent ap- 
propriation. Third, investments are 
limited to obligations of the United 
States and those guaranteed by the fed- 
eral government. 


Legal Status of the OASI Trust Fund 


Before discussing the legal aspects of 
the OASI trust fund, it shuuld be men- 
tioned that creation of this fund was in 
no sense an innovation. The power of 
the federal government to hold speci- 
fied funds in trust has long been recog- 
nized. The first trust fund was estab- 
lished on the books of the Treasury in 
1798.° At the present time there are 


61 Stat. 605. 





330 NATIONAL TAX JOURNAL 


approximately 971 federal trust funds 
and accounts.’ With perhaps minor 
exceptions, the validity of these funds 
has not been questioned. 

The first question to be considered is 
whether the OASI trust fund meets the 
requirements of a valid trust. A trust 
may be defined as a fiduciary relation- 
ship in which one person holds a prop- 
erty interest, subject to an equitable 
obligation to keep or use that interest 
for the benefit of another (or others). 
The several parties to a trust are the 
settlor or creator, the trustee or trustees, 
and the beneficiary or beneficiaries. An 
interest in specific property, real or per- 
sonal (the trust res or corpus), is al- 
ways an element of a trust.® 

The OASI trust fund meets all of 


these requirements. The creator of the 


trust was the Congress of the United 
States, together with the Treasury De- 
partment which set up the trust pursu- 


ant to a legislative directive. There is 
a board of trustees consisting of three 
members—the Secretary of the Treas- 
ury who is the managing trustee, the 
Secretary of Labor, and the Secretary 
of Health, Education, and Welfare. 
There is a clearly identifiable trust 
property, which is held for the benefit 
of a large group of beneficiaries consist- 
ing of those persons who have met or in 
the future will meet the eligibility re- 
quirements for OASI benefits. It is not 
necessary that the beneficiaries of a 
public or charitable trust be specifically 
identified.® 

T Letter from United States Treasury Department, 


March 2, 1954. Includes 
Columbia trust funds. 


Indian and District of 


8G. G. Bogert, The Law of Trusts and Trustees, 
(Kansas City: Vernon Law Book Co.) Vol. 1 (1951) 
Sec. 1, pp. 1-4. 


8“ It is elementary that the ‘ beneficiaries’ of a 
charitable trust may consist wholly or in part of in- 
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It cannot be reasoned that the OASI 
trust fund is of doubtful legality—or 
inferior in quality—because it was es- 
tablished for a public purpose. The 
law treats public or charitable trusts 
with considerable favor; it gives them 
advantages not possessed by private 
trusts..° Though most public and 
charitable trusts are in the nature of 
gift transactions with one or more in- 
dividuals as settlors, the fact that the 
corpus of the OASI trust fund results 
mainly from credits that are directly 
related to revenues raised through the 
exercise of the taxing power is not ma- 
terial. The vital question is the effect of 
the trust. If it will “result in a suffi- 
ciently widespread distribution of chari- 
table benefits, the trust should be sup- 
ported as charitable, and given the spe- 
cial privileges of such trusts, no matter 
how the trust came into existence, pro- 
vided such creation was lawful,” " 

The legality of the OASI trust fund 
is not affected by the limitation of in- 
vestments to federal obligations. Fed- 
eral bonds and other obligations are a 
legal investment for trust funds in all 
48 states and the District of Columbia. 
In this connection Bogert _ states: 
“Whether judged by the statutory 
guides. .. , or by the rules of ordinary 
prudent investment, a trustee is doubt- 
less always justified in placing a reason- 
able proportion of his funds in bonds 
of the United States government. The 
credit of this agency is undoubtedly the 
highest in the land.” '* 


Ibid., Vol. 


definite and uncertain human _beings.”’ 
2A (1953), Sec. 362, p. 15. 


10 [bid., Vol. 2A, Sec. 361, p. 3. 


11 [bid., Vol. 2A, Sec. 367, p. 48. 
“ public trust” and 


In trust law 
“ charitable trust ’’ are synony- 
mous. 


12 [hid., Vol. 2, Pt. 2, Sec. 671 (1946), p. 318. 
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The form of the investments is fre- 
quently an important consideration in 
determining whether a valid trust ex- 
ists. In the absence of specific direc- 
tions or authorizations by the settlor, 
statutory limitations applicable to trust 
investments or those of a given cate- 
gory of trusts must be observed. More- 
over, in many court cases involving 
trusts the investments are a matter of 
major concern. This is especially true 
in those instances where revocable trusts 
have been created in furtherance of a 
questionable objective such as tax 
avoidance. It is also generally recog- 


nized that the form of the investments 
may be a major factor in determining 
whether the purposes of a trust are 
likely to be fulfilled. Because of the 
possibility of ill-advised investments 
and political favoritism if other invest- 
ments were permitted, it has usually 


been concluded that investments of 
federal trust funds should be restricted 
to obligations of the United States, to- 
gether with those guaranteed by the 
federal government. 


OASI Transactions and Cash Flows 


Since the mid-1930’s it has been a 
common practice to consolidate all fed- 
eral accounts—general, special, and 
trust—for the purpose of comparing 
the flow of funds from the public to 
the federal government and from the 
federal government to the public. 
When the figures for cash income and 
outgo are combined for the several 
types of accounts, they are said to re- 
late to the cash or cash-consolidated 
budget. The cash-flow analyst is pri- 
marily concerned with the magnitude 
of the flow of funds to and from the 
Treasury and their impact on the econ- 
omy. The classification of federal re- 
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ceipts among taxes, insurance premi- 
ums, unemployment compensation rev- 
enues transferred by the states, postal 
revenues, and the like is only a second- 
ary concern. The purposes of expendi- 
ture are of interest only insofar as they 
may be helpful for an appraisal of the 
impact of total governmental expendi- 
tures on the economy. 

The relation between OASI transac- 
tions and cash flows may be shown by 
means of an example. Let us assume 
that in a given year the cash-consoli- 
dated budget is balanced at $60 billion, 
that old-age taxes or contributions in- 
cluded in receipts amount to $3 billion 
and OASI payments for benefits and 
administration are $1 billion. It will 
also be assumed that the general fund 
balance is the same at the end of the 
year as at the beginning. The student 
of cash flows observes that only $1 bil- 
lion of the $3 billion collected was 
needed currently for OASI purposes 
and concludes that the remaining $2 
billion was in effect returned to the 
economy by way of expenditures for 
other purposes. He is not especially 
concerned with the fact that the $2 bil- 
lion was legally borrowed and is re- 
flected in public-debt receipts on the 
books of the Treasury. 

Taking into account only the flow of 
funds and disregarding the various 
classes of receipts, the amount of money 
raised and used currently for OASI 
purposes may be regarded as the cash 
expenditures for OASI benefits and ad- 
ministration. The balance of old-age 
taxes collected is used for any and all 
purposes for which the government 
needs money. From the viewpoint of 
the over-all relations between the econ- 
omy and the federal government, this 
interpretation is valid provided one 
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condition is met. It is valid only when 
excess collections over expenditures are 
offset by investments in a special issue 
or a new issue of marketable bonds or 
other obligations. That is, the invest- 
ment requirement must be met by 
means of an intra-Treasury transac- 
tion."® 

But suppose that the $2 billion of 
old-age taxes over and above current 
requirements is invested in outstanding 
Treasury bonds. The flow of funds to 
and from the Treasury might presum- 
ably be kept in balance by the sale dur- 
ing the same fiscal year of $2 billion of 
new debt issues in the market. Old- 
age tax receipts of $3 billion are now 
offset by cash outgo of $1 billion for 
benefits and administrative expenses 
and $2 billion of Treasury bond pur- 
chases. Total cash outgo from the 


Treasury is increased $2 billion by the 


OASI investment transaction and cash 
inflow is increased by the same amount 
through the sale of marketable issues. 
The contention that the OASI trust 
fund is fictitious or unreal rests mainly 
on a simplified cash-flow analysis. The 
fact that old-age taxes not currently re- 
quired, together with interest earnings, 
are borrowed and are reflected in pub- 
lic-debt receipts is ignored. Curiously, 
those holding this view do not deduct 
the investment holdings of the OASI 
trust fund in arriving at total federal 
debt. If the money has been spent for 
other purposes and the assets of the 
OASI trust fund are not genuine, then 
the amounts involved should not be in- 
cluded in the public debt. If the same 
view were accepted with respect to 


134 portion of the excess collections might be 
reflected in a rise in the universal balance to the 


credit of the OASI trust fund. 
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other federal trust and investment ac- 
counts, as well as the OASI trust fund, 
approximately $50 billion of federal 
debt would have to be written off. In 
this event, the federal debt would be in 
the range of $225 to $230 billion, a 
level far below the statutory limit of 
$281 billion. 


Double Taxation” and Shiftability 


Those who contend that the OASI 
trust fund is fictitious base their case in 
part on the claim that the federal gov- 
ernment would have to “ tax again” to 
meet the obligations of this fund, if it 
should become necessary to draw down 
the OASI balance to a point where a 
portion of investment holdings would 
have to be liquidated. This is super- 
ficially accurate from the cash-flow 
viewpoint, provided one condition is 
met. If investment holdings should be 
reduced—by, say $1 billion—at a time 
when budget receipts exceed expendi- 
tures, general tax revenues might in ef- 
fect be made available for OASI needs. 
However, the legal status of the fund 
and its investment holdings cannot be 
ignored. From both the legal and ac- 
counting standpoints, any sum so used 
would be reflected in public-debt ex- 
penditures and—in the absence of off- 
setting public-debt receipts—a _ reduc- 
tion in total debt outstanding. 

The key to the “ tax-again” argu- 
ment lies in the principle of shiftability. 
If the trustees of the fund should find 
it necessary to reduce investments, con- 
version into cash of a portion of invest- 
ment holdings would not require ad- 
ditional taxation. On the contrary, 
in circumstances comparable to those 
which have prevailed in recent years, a 
portion of the assets would be shifted 
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either directly or indirectly to other 
holders.’* Only if budget receipts were 
running well above expenditures or 
a smaller general fund balance were 
deemed desirable would the liquidation 
of OASI holdings be reflected in a 
lower public debt. 

It would be difficult to overemphasize 
the importance of the principle of shift- 
ability in the public-debt transactions 
of the Treasury. In the normal course 
of the Treasury’s public-debt opera- 
tions, reductions in investment holdings 
by one class of investor are offset by in- 
creased investments of other classes of 
investors. For example, in the seven- 
year period ended in December, 1953 
life insurance companies reduced their 
portfolios of United States obligations 
from $21.6 billion to $9.8 billion, or by 
$11.8 billion.’® During this period the 
federal debt rose by approximately $16 


billion. For the period as a whole, there 
were no debt retirements from rev- 


enues. What happened was that there 
was shifted to all other classes of inves- 
tors an amount of debt equal to the 
$11.8 billion liquidated by the life in- 
surance companies, and investors other 
than life insurance companies also ab- 
sorbed the increase of $16 billion in 
federal indebtedness. 

The investment transactions of the 
OASI trust fund have been an impor- 
tant factor in federal debt operations. 
Investment holdings of this fund rose 


14 Direct shifting, as here used, would involve the 
sale of marketable issues for the account of the 
OASI trust fund to holders outside the Treasury. 
Indirect shifting involves the retirement of special- 
issue certificates or maturing or redeemable market- 
able issues for the OASI fund, together with the off- 
set of the debt thus retired by new marketable is- 
sues or special obligations issued to other holders. 


15 Institute of Life Insurance, Life Insurance Fact 
Book, 1954, p. 62. 
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by $10.2 billion in the seven calendar 
years 1947-1953.'° This increase in ef- 
fect offset a large part of the decline in 
the holdings of life insurance com- 
panies. A reduction in OASI holdings 
would, of course, involve the reverse 
situation. Debt would be shifted to 
other holders, perhaps including life in- 
surance companies. 

Ultimately the federal credit rests on 
the taxing power. In practice, how- 
ever, both credit worth and flexibility 
in debt management are strongly de- 
pendent on the principle of shiftability. 
Another way of putting the matter is 
that inherently the federal credit is 
based on the taxing power, but in prac- 
tice the liquidity of the federal debt de- 
pends primarily upon shiftability. The 
importance of this distinction for a dis- 
cussion of old-age and survivors insur- 
ance is suggested by the fact that a 
level of taxation consciously designed 
to provide for federal debt retirement 
has not been an element of federal fiscal 
policy at any time since 1930. Con- 
sidering this fact alone, the “ tax- 
again” argument which assumes that 
debt retirement through taxation is the 
normal way by which the holdings of a 
given class of investors are reduced is 
invalid. 


OASI Finances, Economic Claims, and 
Saving 


The view that the OASI trust fund 
is deceptive, because nothing has been 
set aside that can be used to meet future 


16 The rise in total holdings of federal trust funds 
and investment accounts amounted to $17.4 billion. 
There was shifted to federal trust and investment ac- 
counts, including the OASI trust fund, a volume of 
federal debt equal to the reduction in the holdings 
of life insurance companies, and they took an addi- 
tional amount of $5.6 billion, or more than one-third 
of the increase in total debt outstanding. 
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claims on the fund, is tantamount to 


saying that from an economic stand- ‘ 


point the assets of the fund are not 
genuine. It is true, of course, that 
nothing tangible has been stored up 
that can be distributed to beneficiaries 
in the future. But this observation is 
equally applicable to the assets of in- 
surance companies, pension funds, and 
other investors. Financial provision for 
the future does not imply that anything 
tangible has been set aside from current 
production. Investment in bonds and 
other debt obligations, including both 
public and private issues, merely gives 
the holder certain claims and rights 
with respect to future money income 
and repayment of principal. Thus, 
purchasers of Treasury bonds and other 
bonds enjoy the right to receive interest 
periodically, which in turn gives them 
the right to exercise claims on real in- 


come—that is, goods and services cur- 
rently available. 

When OASI taxes or contributions 
are paid in the first instance, employees 
subject to the payroll tax forego a por- 


tion of current money income. The 
income given up by employees is de- 
ducted from their wages. An equiva- 
lent amount paid by employers is prop- 
erly regarded as a wage supplement." 
In turn, these employees obtain such 
rights to money income in the future 
as OASI eligibility provisions entitle 
them. It is only when payments are 
received by beneficiaries that financial 
claims are translated economic 
claims, or claims on real income. 

The maximum draft on real income 
—goods and services currently pro- 


into 


17In the national income accounts employer con- 
tributions or taxes insurance 
are included under “supplements to wages and sal- 
aries.” U. §S. Department of Commerce, Survey of 


Current Business, July, 1953, p. 10. 


imposed for social 
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duced or available—attributable to the 
OASI system is represented by pay- 
ments from the trust fund to benefici- 
aries and for administrative expenses. 
Any excess of income over these pay- 
ments is in the nature of saving. For 
the OASI system as a whole, including 
covered employees and beneficiaries, the 
saving during a given year equals trans- 
fers to the trust fund on account of 
old-age taxes plus interest earnings, less 
benefit payments and administrative ex- 
penses. This increment to the OASI 
trust fund may be classified as compul- 
sory governmental saving.'® 


That this increment is a species of 
saving is easily demonstrated. Let us 
assume that the administrative budget 
is in balance in a year in which the in- 
crement is $1 billion and that this sum 
is invested in Treasury bonds previously 
held by life insurance companies. The 
$1 billion of compulsory saving effected 
through the OASI system thus becomes 
available for mortgage loans and other 
investments by life insurance com- 
panies. With no change in the federal 
debt—a reasonable assumption under a 
balanced budget—the $1 billion OASI 
increment is clearly a component of 
total savings available for investment in 
media other than federal obligations. 

The annual increments to all pension 
and retirement funds constitute saving. 
Whether the fund is administered pri- 
vately or by a governmental agency is 
not controlling. Industrial pension 
plans and the OASI system, as is well 
known, are now generally regarded as 


complementary. Increments to private 


18 The reader will observe that the references to 
saving in this section are to money saving. The 
saving effected through the OASI trust fund is not 
reflected in public real investment under all condi- 
particularly when there are large 


tions, wartime 


deficits. 
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industrial pension funds are universally 
construed as savings for which suitable 
investment outlets must be found. If 
consolidation of private systems and 
the OASI system were undertaken, the 
transfer of the increments accruing un- 
der private systems to the OASI trust 
fund would not cause them to lose their 
status as savings; nor would the trans- 
fer of the increments which now accrue 
in the OASI trust fund to private 
systems for investment change their 
status,’” 

Though the increments to the OASI 
trust fund are a form of saving, this 
does not imply that they are personal 
saving in a strict sense. These incre- 


ments are not allocable to individuals. 
The OASI system is not comparable to 
an annuity plan, under which specified 
or determinable amounts accrue to each 
person covered. There is no vesting of 


either the employee’s or the employer’s 
portion of payroll taxes in specific in- 
dividuals. Rather, the system contem- 
plates that current payroll tax collec- 
tions will be used in the main to pay 
current benefits and that covered em- 
ployees now in the labor force will re- 
ceive corresponding benefits at a later 
time. In the absence of both vesting 
and a full actuarial reserve, the claim 


19In the national income accounts increments to 
private pension funds are reflected in personal sav- 
ing, while increments to social insurance funds are 
appears to be 
mainly a matter of convenience in dealing with the 
In a de- 


accounting 


not. The difference in treatment 
private and public sectors of the economy. 


tailed explanation of national income 
published several years ago, it is stated that the 
“ saving of social insurance funds is a component of 
the government surplus rather than of personal sav- 
ing.” In this statement increments to the OASI 
trust fund are explicitly recognized as a species of 
saving. U. S$. Department of Commerce, Survey of 
Current Business: 1951 National Income Supplement, 
p. 49. 


vate pension funds cannot be regarded as personal 


In the absence of vesting, increments to pri- 


savings allocable to specific individuals. 
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that the payroll taxes paid on account 
of the earnings of any person, or a por- 
tion of the assets of the OASI trust 
fund, should be regarded as his personal 
saving is obviously fallacious.” 

The increments to the OASI trust 
fund cannot be regarded as met addi- 
tions to total saving. There seems little 
doubt that the OASI system has influ- 
enced the saving habits of those cov- 
ered, though the precise effect is not 
measurable. In planning for old age 
and for the care of dependents, a pru- 
dent individual naturally takes into ac- 
count the availability of OASI retire- 
ment benefits and the benefits payable 
to his survivors in the event of his 
death. Another factor is that the 
OASI system affects the capacity to ac- 
cumulate individual savings. The ef- 
fect is a dual one: To the extent that 
take-home pay is lower because of the 
payroll tax, the money income avail- 
able for consumption and personal sav- 
ing is reduced. Perhaps more impor- 
tant, to the extent that payroll taxes 
especially the tax on employers—are re- 
flected in higher prices, the cost of liv- 
ing is increased, and personal saving by 
wage earners becomes more difficult. 

The belief that increments to the 
OASI trust fund do not constitute sav- 
ings and that nothing has been set aside 
rests in part on the fact that the fed- 
eral government has operated under an 
unbalanced budget during most of the 
period since old-age and survivors in- 
surance has been in effect. It would be 
inconsistent for one to approve the 
enormous additions of federal obliga- 
tions to the investment portfolios of 


20 The practice of classifying all saving under two 
headings—personal and business—might be improved. 
A third category “ group and unallocated saving” 


might enhance the meaningfulness of saving statistics. 
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private trust funds and other investors 
during World War II, and at the same 
time not favor these obligations as an 
investment medium for the OASI trust 
fund. Certainly the transfer of the ad- 
ministration of the OASI trust fund to 
the trust department of a New York 
bank, or to a board of trustees consist- 
ing of three officials of insurance com- 
panies, would not alter the realities of 
the situation. Briefly, the difference 
between the two situations is this: 
When the budget is balanced or there 
is a surplus, new or additional federal 
obligations are not available as an in- 
vestment outlet for the current ac- 
cumulations of all savers combined.”* 
Only when a deficit is incurred do ad- 
ditional federal issues become available 
as an investment offset to current sav- 
ings.” 


As long as payments chargeable to 
the OASI trust fund are less than cred- 
its to the fund, the economic claims on 
real income resulting from the OASI 
system will be less than these credits. 
As the system matures, the difference 
between credits and debits will narrow 
and the rate of accumulation will de- 
cline. In some future year a point may 
be reached where payments from the 
fund approximately balance credits to 


21 The emphasis here is on additional federal obli- 
gations. A shifting of outstanding federal issues 
originally financed by bank credit expansion from 
commercial banks to individual and_ institutional 
savers would in effect increase the portion of the 
federal debt offset by current and prior savings. 


22 In the short run, the correlation between deficits 
and debt increases is less precise than is here implied. 
Deficits of moderate size may be covered by drawing 
down the general fund balance of the Treasury. 
Conversely, if an increase in the general fund bal- 
ance should be deemed desirable, the federal debt 
might be increased in a year in which the adminis- 
trative budget shows a surplus. 
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the fund. In this event, the fund 
would in effect be economically neutral. 
That is, the claims on current goods and 
services recipients of these payments 
could exercise would equal current col- 
lections credited to the fund plus in- 
terest earnings. With the administra- 
tive budget also in balance, OASI rev- 
enues plus the revenues from other 
sources used to cover the interest earned 
by the fund would be returned in full 
to the economy. 

It is possible that some time during 
the next decade payments chargeable 
to the fund will exceed the credits to 
the fund. A sharp contraction in busi- 
ness activity would mean a decline in 
the base for the payroll taxes. It would 
also cause an accelerated rise in benefit 
payments, since many of those eligible 
but not drawing benefits would doubt- 
less withdraw from the labor force. 
With benefits running ahead of re- 
ceipts, economic claims on current real 
income resulting from the OASI sys- 
tem would exceed the funds withdrawn 
from the economy for OASI purposes. 
It is of course just such a contingency 
that the OASI trust fund is designed to 
help meet. One of the purposes of the 
fund is to serve as a “reserve against 
short-run fluctuations in total contribu- 
tion and benefit amounts, providing a 
margin of safety against relatively short- 
term contingencies to insure the pay- 
ment of benefits without sharp changes 
in rates paid by contributors.” ** 


The Quality of Investments 


The investments of the OASI trust 
fund are sometimes questioned on the 
ground that they do not earn or pro- 

23 Federal Old-Age and Survivors Insurance Trust 


Fund, 8th Annual Report of the Board of Trustees, 
S. Doc. 160, 80th Cong. 2d Sess., p. 4. 
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duce income. The federal obligations 
held by the fund are earning assets in 
the financial sense of the term. They 
yield a money return to the holder, as 
do all federal issues owned by individ- 
uals, private trust funds, and other in- 
vestors. Interest earnings take the form 
of credits to the OASI trust fund; these 
credits lose their identity in the unex- 
pended balance of the fund. They are 
immediately available for all purposes 
for which cash is required—benefit 
payments, administrative expenses, and 
additional investments. 

A closely related criticism is that 
OASI investments are not self-sustain- 
ing. The essence of a self-sustaining 
investment is that the funds be em- 
ployed in a manner that will directly 
enhance revenues by an amount sufh- 
cient to carry the investment. Interest 
on the obligations held by the trust 


fund represents a charge against federal 
budget receipts derived mainly from 
taxes; any effect that OASI investments 
may have upon federal revenues is in- 


direct and is not measurable. The self- 
sustaining test is used in appraising in- 
vestments in the private or market 
sector of the economy, together with 
governmental enterprises operated on 
the market principle. It is not the con- 
trolling factor in appraisals of the in- 
vestment worth of the full faith and 
credit obligations of all levels of gov- 
ernment that are serviced from taxes 
and other general revenues. Accept- 
ance of the self-sustaining test as the 
sole test would eliminate most public 
credit. Only public enterprises that 
pay their way—utilities, toll roads, state 
liquor monopolies, and the like—would 
be entitled to credit. 


In certain circumstances the invest- 
ment of OASI moneys contributes in- 
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directly to the total volume of invest- 
ment that is self-sustaining. When the 
administrative budget shows a surplus, 
net additions to OASI and similar in- 
vestment holdings are offset by reduc- 
tions in the holdings of other classes of 
investors.** For example, in the fiscal 
year 1948 the net addition to the hold- 
ings of federal trust and investment ac- 
counts was slightly over $3 billion, of 
which the OASI trust fund accounted 
for $1.2 billion. Federal obligations 
held by nonbank investors were re- 
duced by $3 billion. Through the 
shifting process, the increment of $3 
billion to holdings of federal trust and 
investment accounts freed funds of 
nonbank investors for reinvestment in 
other channels. It seems reasonable to 
believe that a substantial portion of the 
$3 billion was reinvested in corporate 
securities, mortgages, and other media 
that qualify as self-sustaining.*” The 
shifting process here referred to may 
also occur in periods of deficit financ- 
ing. In any deficit year in which the 
federal debt is increased by a smaller 
amount than the investment needs of 
trust and investment accounts, their re- 
quirements are met in part by shifting 
federal obligations from other holders. 


OASI investment holdings have also 
been criticized on the ground that they 
do not represent productive invest- 
ment. Productive, as applied to gov- 
ernmental expenditures and investment, 


24 This statement assumes that the federal debt is 
not increased in years when there is a surplus. The 
debt might be increased in such years in order to 
augment the general fund balance. 


25 The reduction in the federal debt in 1948 was 
reflected mainly in reduced holdings by commercial 
banks which declined by $5.4 billion. The ability 
and willingness of the banks to make loans to finance 
business and industry was doubtless influenced to 
some extent by this reduction. 
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has three more or less distinct connota- 
tions. In its most restricted meaning, a 
productive investment is one that is self- 
liquidating or self-sustaining. This cri- 
terion is obviously too restrictive. If 
it is argued that a toll road is a produc- 
tive investment, it cannot logically be 
reasoned that feeder roads financed by 
motor vehicle taxes and other rev- 
enues are unproductive. In a second 
usage, productive is equivalent to fiscal 
productivity. Expenditures for mod- 
ern highways are productive, because 
they contribute indirectly to increased 
revenues from gasoline and other taxes. 
This test is also too narrow. If this 


criterion were the sole guide for deter- 
mining the direction of public invest- 
ment, no consideration would be given 
to the relative urgency of various needs. 
In the third and broadest usage, the cri- 
terion is economic productivity. 


The 
test is whether the investment contrib- 
utes—directly or indirectly—to the 
productivity of the economy and a ris- 
ing national income.*® In the present 
discussion “ productive ” is used in this 
sense. 

The question whether OASI invest- 
ments are productive can be answered 
only if certain features of the federal 
debt and OASI holdings are clearly in 
mind. First, approximately nine-tenths 
of the federal debt is a legacy from the 
two world wars; the balance was in- 
curred mainly during the depression of 
the 1930’s. Second, no part of the fed- 
eral debt was incurred for financing 
specific projects; the federal govern- 
ment does not maintain a separate cap- 


26 Gerhard Colm, “ Theory of Public Expendi- 
tures” in Government Finance in the Modern Econ- 
omy, The Annals of the American Academy of Po- 
litical and Social Science, Vol. 183 (January 1936), 
p. 3. 
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ital or investment budget financed by 
borrowings. Third, approximately two- 
fifths ($7.5 billion) of the investment 
holdings of the OASI trust fund on 
June 30, 1954, were acquired in 1946 
and earlier fiscal years—that is, during 
and before World War II.*%7 About 
three-fifths ($11.8 billion) were ac- 
quired during the fiscal years 1947- 
1954. 

Investment in federal obligations is- 
sued in time of war is commonly said 
to be unproductive: Compared with 
the peacetime use of a like volume of 
labor and material resources, war is an 
unproductive enterprise. On the other 
hand, the defense of a people’s freedom 
is usually so highly valued as to make 
war more “ productive ” than the alter- 
natives available. In any case, it may 
be argued that the cost of a defensive 
war successfully waged represents the 
ultimate in expenditures for protection. 
If public expenditures for the protec- 
tion of persons and property qualify as 
productive, and they are universally so 
regarded, the same principle would 
seem applicable to comparable expendi- 
tures for war purposes. Certainly there 
is no higher value than national sur- 
vival, 

Since the major portion of OASI in- 
vestments was acquired after the war, a 
more important question is whether the 
funds becoming available for invest- 
ment in the postwar years have been in- 
vested productively. Because of the 
sharp reduction in the federal debt in 
the fiscal year 1947, which was achieved 
mainly by drawing down the general 
fund balance, this question will be ana- 


27 The net addition to the investments of the 
OASI trust fund during the fiscal years 1941-1946, 
when federal expenditures were influenced by war 
and preparation tor war, amounted to $5.8 billion. 
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lyzed with reference to the six-year pe- 
riod 1948-1953. The following figures 
are pertinent. First, the combined 
deficit for the six fiscal years was $6.4 
billion and federal securities outstand- 
ing rose by $7.7 billion. Second, fed- 
eral civil public-works expenditures 
amounted to $10.8 billion for the six- 
year period. Third, OASI invest- 
ments were increased by $9.1 billion; 
combined investments in governments 
by all federal trust and investment ac- 
counts rose by $14.8 billion. 

The point to be emphasized is that in 
the postwar years federal expenditures 
for civil public works exceeded the in- 
crease in the federal debt by a wide 
margin. That is to say, current rev- 
enues covered all other expenditures— 
including operating expenses, interest 
payments, national security construc- 
tion, and aids to other nations—and 


approximately 40 per cent of outlays 


for civil public works. This compari- 
son should not be interpreted as imply- 
ing that a separate capital budget is 
used or should be instituted. The sole 
reason for relating civil public-works 
expenditures to the increase in the fed- 
eral debt is to answer the question 
whether there was a comparable in- 
crease in useful capital assets that will 
contribute to total goods and services 
available in later years. 

In the period under review, federal 
public-works expenditures for high- 
ways—mainly grants to the states— 
were over $2.7 billion. Expenditures 
for airways, including grants to other 


28 Special Analysis F,” The Budget of the United 
States Government for the Fiscal Year Ending June 
30, 1955, p. 
earlier 


1140, and comparable tabulations for 
National security 
counted for large additional expenditures; all ex- 


years. construction ac- 


penditures for atomic energy plants and facilities are 
here classified under national security construction. 
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governments for construction of air- 
ports, were $300 million. Promotion 
of public health and public welfare ac- 
counted for public-works expenditures 
of $277 million and education for $198 
million; grants to other governments 
predominated in these classifications. 
These four classifications combined ac- 
counted for federal public-works ex- 
penditures of almost $3.5 billion, a sum 
equal to more than one-half of the net 
rise in the federal debt (gross debt less 
the increase in the general fund bal- 
ance). 

The bulk of these expenditures were 
incurred in connection with projects 
that were jointly financed by two or 
three levels of government. State and 
local governments borrowed extensively 
for schools, highways, and other pur- 
poses during the six fiscal years 1948- 
1953; the increase in their long-term 
debt was approximately $14 billion. 
If state and local capital outlays for 
highways, airports, schools, and hospi- 
tals financed by bond issues qualify as 
productive investments—and they are 
so considered by virtually all analysts 
—it follows that federal expenditures 
for the same purposes aré also produc- 
tive. To regard the portion of a high- 
way or other project financed by state 
or local funds as a productive invest- 
ment and the federal portion as unpro- 
ductive would be wholly illogical. 

Natural resources other. than atomic 
energy—flood control, development of 
power resources, reclamation, and the 
like—accounted for the largest segment 
of federal civil public-works expendi- 
tures ($4.9 billion). Other fairly im- 
portant objects of expenditure included 
housing and community development, 
navigation aids and facilities, and gen- 
eral government buildings. Expendi- 
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tures in some of these categories may 
appear to be less productive than those 
for highways and schools. But no clas- 
sification can be ruled out as unproduc- 
tive. In any case, whether expenditures 
in a given classification qualify as pro- 
ductive does not depend on the level of 
government that provides the funds or 
their distribution among the three levels 
of government.”” 

During the six fiscal years 1948-1953 
net additions to the investment hold- 
ings of the OASI trust fund and other 
federal trust and investment accounts 
exceeded the increase in the federal debt 
by slightly over $7 billion. This re- 
quirement was met by an indirect shift- 
ing of holdings from other classes of 
investors. In the same period the hold- 
ings of insurance companies of all types 
declined by $8.6 billion and those of 
savings banks by $2.6 billion; these de- 


creases were more than offset by sharp 
rises in holdings of mortgages and the 


securities of business and industry. 
The acquisition of a portion of the fed- 
eral debt formerly held by insurance 
companies and savings banks for the ac- 
count of the OASI trust fund, together 
with other trust and investment ac- 
counts, freed funds for investment in 
other channels. Since reinvestment was 
principally in mortgages and corporate 
securities, the net result was that OASI 
and similar investment moneys were 
channeled into private investment out- 
lets. It seems reasonable to believe that 
all but a small portion of these funds 
found their way into investments that 
qualify as productive. 


The foregoing analysis indicates that 


29 This discussion does not imply that the distri- 
bution of federal public-works expenditures by func- 
tions or objects in the period 1948-1953 approxi- 
mated the optimum. 
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OASI investments contribute to the 
total volume of productive investment. 
It also suggests that these investments 
contribute to a rising national income, 
though the effect is not measurable. In 
some cases, such as highway construc- 
tion, the relation between public in- 
vestment and the national income is 
fairly direct. In other instances the re- 
lation is indirect and more remote. A 
rather large segment of public invest- 
ment is developmental or protective in 
nature; flood control and conservation 
projects are examples. Such investment 
may have no immediately discernible 
effect on total national income, but in 
the long run it may be of great im- 
portance. 

The present discussion does not imply 
that the effect of OASI investments is 
to increase the total output of goods 
and services to such an extent that 
OASI benefits are or will be virtually 
burdenless. But these investments may 
result in a material lightening of the 
burden. This remains true whether the 
savings effected through the OASI sys- 
tem are indirectly siphoned into pri- 
vate investment outlets or are offset by 
useful government-owned capital assets 
which in the long run contribute to 
higher levels of national income. 


Conclusions 


The contention that the OASI trust 
fund is unreal or fictitious is not sup- 
ported by the facts. This fund was 
established on the books of the Treas- 
ury in response to a clear legislative 
mandate. Investment and accounting 
procedures conform strictly with statu- 
tory requirements. From a legal stand- 
point, the OASI trust fund is as valid 
as any other trust fund—private or 
public. It meets all the essential re- 
quirements of a valid trust. 
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The view that the OASI trust fund 
is illusory rests largely on a simplified 
cash-flow analysis. From a cash-flow 
‘standpoint, OASI moneys not needed 
for current benefits and administrative 
expenses are returned to the economy. 
From both the legal and accounting 
viewpoints these moneys are borrow- 
ings. The assertion that the OASI 
trust fund lacks reality implies a re- 
vised system of accounts under which 
OASI investment holdings would be 
excluded from the federal debt. 

Liquidation of investment holdings 
for the purpose of meeting the obliga- 
tions of the OASI trust fund does not 
require taxing a second time for old- 
age purposes. The liquidity of the 
OASI trust fund depends mainly upon 
shiftability. In circumstances com- 
parable to those of recent years, liqui- 
dation of a portion of investment hold- 
ings would involve shifting investments 
directly or indirectly to other holders. 
In the event of a surplus in the admin- 
istrative budget, revenues from current 
taxes might—from a cash-flow view- 
point—become available for OASI pur- 
poses through the process of applying a 
portion of the surplus to debt retire- 
ment. 

The maximum draft on current real 
income resulting from the OASI system 
is represented by payments from the 
trust fund to beneficiaries and for ad- 
ministrative expenses. Any excess of 
income over these payments is a species 
of saving. The amounts accumulated 
-—except for the working balance—are 
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invested in federal securities. No por- 
tion of current real income is stored up 
for distribution in the future. Finan- 
cial provision for the future, which is 
a common feature of all life insurance 
and retirement systems, does not imply 
that a portion of current real income is 
set aside. The essence of such financial 
provision is an exchange of current in- 
come for the right to future money in- 
come, which in turn can be translated 
into claims against the goods and serv- 
ices then available. 

Investments of the OASI trust fund 
are restricted by law to federal obliga- 
tions. These investments are sometimes 
criticized on the ground that they are 
not self-sustaining and _ productive. 
The self-sustaining test is logically in- 
applicable to all investment in govern- 
mental obligations serviced from taxes 
and other general revenues. Whether 
wartime additions to OASI investments 
are classified as productive or unpro- 
ductive is largely a matter of defini- 
tion. Since federal civil public-works 
expenditures for the six fiscal years 
1948-1953 were substantially larger 
than the increase in the federal debt, it 
seems logical to regard investment in 
the additional federal debt incurred dur- 
ing this period as productive. When 
the federal budget shows a surplus and 
when the deficit is relatively small, the 
investment of OASI moneys contrib- 
utes indirectly to the volume of funds 
becoming available for private invest- 
ment that qualifies as self-sustaining 
and productive. 





TAXES AND TACONITE: IRON ORE TAX LEGIS- 
LATION IN THE LAKE SUPERIOR REGION 


HOWARD D. HAMILTON * 


ewe iron ore ranges around the west- 
ern end of Lake Superior have pro- 
duced 85 per cent of America’s iron 
ore since the latter part of the nine- 
teenth century. Three billion tons of 
ore have been shipped since the discovery 
of iron in the wilds of northern Michi- 
gan in 1844. Despite many gloomy 
predictions in recent years, the region 
continues to be the world’s foremost 
iron ore source, producing 83 per cent 
of America’s iron ore supply in 1950. 
The taxation of this resource, the 
principal mineral resource of the region, 
has been a perennial and bitterly con- 
troverted matter. Under idyllic cir- 
cumstances the determination and ad- 
ministration of sound iron ore taxing 
policies would be difficult because of 
the inherent technical complexities and 
obscurities. In the Superior region the 
problem is compounded by historic and 
economic factors which have engen- 
dered conflicting and intensely antago- 
nistic interest groups and have made 
the matter a political football.’ 
Taxation policies now are in transi- 
tion, particularly in Michigan and Min- 
nesota. Since 1947 there have been sig- 
nificant legislation and intensive studies 
by interim legislative committees. This 
review of iron mining taxation policies 
has been compelled by profound na- 
tional and international developments: 
the rapid depletion of the Superior re- 


“The author is Research Analyst, Michigan De- 
partment of Revenue. 


1See Minnesota Legislative Commission on Taxa- 
tion of Iron Ore, Report, 1953 p. 145. 
cited as Minnesota Report, 


Hereafter 


gion’s high grade ore reserves because of 
World War II, the Korean War, and 


‘tthe rearmament program; the develop- 


ment of beneficiation processes for the 
utilization of low-grade ores; the dis- 
covery and development of vast iron 
deposits in Labrador and Quebec; the 
increased importation of ore from South 
America and Africa, particularly since 
the construction of the huge Fairless 
Works at Morrisville, Pennsylvania; 
and the fact that the long discussed St. 
Lawrence waterway has become a real 
and imminent possibility. 


Taxes on Mining 


The mining industry jn the Superior 
region, inclusive of Ontario, is subject 
to the four types and nine species of 
state and local taxes (exclusive of em- 
ployment security, the Michigan use 
tax, and the negligible corporate or- 
ganization fees) enumerated in Table 1. 
The Wisconsin corporate income tax 
varies from 2 per cent to 6 per cent 
(income above $7,000). Minnesota, 
with special excises on mining, exempts 
it from the corporate income tax. 
Michigan’s two general business taxes, 
the “ annual corporate privilege fee ” of 
4 mills per dollar of net worth and the 
new business activities tax of 4 mills 
per dollar of “adjusted receipts,” are 
in the aggregate much lighter than the 
Wisconsin income tax and the Minne- 
sota mining taxes. 

The most important taxes are the ad 
valorem property taxes and Minnesota’s 
excises on iron royalties and the occu- 
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pation of iron mining. The Minnesota 
excises are denominated privilege taxes, 
having characteristics of both net in- 
come and severance taxes, are popularly 
called severance taxes and go to the 
state treasury. They yielded $21 mil- 
lion in 1951, 10 per cent of the state 
tax revenue. Established in 1921 at 
rates of 6 per cent, the present rates are 
a flat 12 per cent on royalties and 12 


an obligation of the recipients of roy- 
alties.” 

To relieve mines with higher oper- 
ating costs, particularly underground 
ones, and to promote employment and 
the use of low-grade ore, numerous 
amendments have been made to the oc- 
cupation tax since 1941. Employers 
are granted credits at the rate of 10 per 
cent to 15 per cent of labor costs in 


TABLE 1 
Taxes ON IRON MINING 


Tax 

General Property ‘ x 
General Business: 

Corporate Income .... 

Corporate Net Worth 

Business Receipts 
Severance: 

Occupational 

Royalties 

Taconite 
Mining: 

Profits 


12% 
12% 
5¢/ton 


Lands 


* Effective rate. 


per cent on the value of ore mined 
(Lake Erie price less transportation 
charge), less the following operating 
expenses: labor and supplies, excavation 
and shaft construction, royalties, and a 
percentage of the local property tax 
equal to the percentage that the tons 
mined in one year bears to the total ton- 
nage in the mine. An additional tax is 
imposed on concentrated ores of 5 cents 
per ton plus 1/10 cent per ton for each 
one per cent of the iron content of the 
‘product above 55 per cent. 


The royalty tax, enacted in 1923 as 
a complement to the occupation tax, 
actually is paid by the mine operators 
because of a Minnesota Supreme Court 
decision that the tax is a land tax and 
hence a legal obligation of the lessee. 
Thus the operators pay both taxes even 
though the royalty tax was designed as 


Minnesota 


Michigan Wisconsin Ontario 


x 


4/10% 
1/10% * 


6-9% 
10¢/acre 


low-grade ore mining and beneficiation 
plants, up to a maximum of 75 per cent 
of the total tax. 

In operation then the occupation tax 
resembles a net income tax, except that 
only about 75 per cent of costs are de- 
ductible, and the burden correlates with 
ability to pay. Consequently it and 
the royalty tax have been less hazardous 
to the industry than the inflexible 
property taxes. Until very recently 
the ad valorem tax yields were greater 
than the combined royalty and occupa- 
tion tax yields, but recent increases in 
the rates of the severance taxes have 
made their yield the greater. 


2 This paradox resulted from the effort to collect 
the royalty tax in the cases of nonresident royalty 
recipients who could not be reached directly by the 
royalty tax. G. Howard Spaeth, “Iron Ore Taxa- 
tion in Minnesota,” Proceedings of the National Tax 
Association, 1948, p. 241. 
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The Problem of Long Term Ore Supply 


In recent years, particularly since 
World War II, mining interests have 
exerted strong pressure for modification 
of tax laws for two purposes: the en- 
couragement of ore exploration and the 
facilitation of the use of low-grade ores. 
(Perhaps they also have been interested 
in lower taxes generally.) This drive 
has been related to and justified by the 
possible exhaustion of high-grade ore in 
the Lake Superior region. The exact 
imminence of this crisis is, however, a 
widely debated question. In 1939, the 
Northern Lake States Regional Com- 
mittee, in its comprehensive survey of 
the region’s resources, estimated the 
high-grade ore reserve in the region at 
over 1.4 billion tons, which it estimated 
would last at least until 1972. An ad- 
justment of this estimate for the new 
plateau of production established dur- 
ing World War II would move the ex- 
haustion date forward into the 1960's. 
On the other hand, there is at least an 
impression that more high-grade ore has 
or will be discovered. In any event the 
steel industry is concerned as are mining 
colleges and public officials. Any tran- 
sition to low-grade ore utilization is ex- 
pensive and is not to be made in a day. 
Also it is said that much low-grade in 
proximity to high-grade ore is passed 
by now and left to be covered with dirt 
or flooded, constituting a serious wast- 
age of resources. 

The most recent data available indi- 
cate that the iron ore reserves of the 
region now approximate 1.3 billion 
tons, exclusive of taconite and jasper 
deposits, but inclusive of 165 million 
tons in Ontario and 175 million tons of 
intermediate grade ore below the direct 


3 Regional Planning: Northern Lake States (Wash- 
ington: National Resources Committee, 1939), p. 44. 
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shipping ore standard of 51.5 per cent 
iron content; the latter amount would 
thus require some beneficiation. The 
amounts listed on the property tax rolls 
are shown in Table 2. 

At current production rates, these 
reserves would be consumed in 12 or 15 
years. It would be premature, how- 


TABLE 2 
Inox Om Resenves (long tons) 


Biienssnte ens 1, 1951). 
Direct Ore: 
STINE didn Unies pio ae ¢:¢.5.0 004-8 
Underground 
Sub-Total 


Concentrate: 
Open Pit 
Underground 
EEE aoacoer ccs stavees 


Recap.—Metal Ore: 
In Ground 
PUD cece cuir stncces 


505 618,000 
268,815,000 


774,433,000 


130,039,000 
45,208,000 


175,247,000 


949,680,000 
_14.082:000 
963,762,000 
Michigan (January 1, 1953) 
In Mine 155,586,733 
RE ES aera 2.015.762 
157,602,495 
Wisconsin (January 1, 1952) 
Reserves 
TOTAL: 3 States 
Ontario 
Steep Rock (June, 1952) ... 
Michipicoten (1948) 


1 127,364, 495 


132,000,000 
000, 


GRAND TOTAL 1,292,364, 495 


Senneks Dtletecete Rene, pp. 105-108 ; Mich- 
igan Department of Conservation. 


ever, to date the demise of the Lake 
Superior iron industry as 1966 or 1969 
for three major reasons: (1) the possi- 
bility of lower production levels in 
future years because of competition 
from Labrador and other regions of the 
United States, (2). discovery of new 
deposits in the region, and (3) in- 
creased utilization of intermediate-grade 
ore and the vast taconite and jasper de- 


posits. 


Critics of the “ steel trust ” discount 
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the first factor and add another, that 
the iron companies have and continue 
to conceal extensive reserves in order to 
keep them off the property tax rolls. 
They point to the anomaly that Minne- 
sota reserves were 1.31 billion tons in 
1921 and .96 billion tons in 1951, but 
during the 30 year interval 1.26 billion 
tons were shipped, practically equal to 
the officially listed reserves in 1921. 
Similarly, the estimated reserves of the 
Superior region were 1.4 billion tons in 
1939 and 1.3 billion tons in 1951, de- 
spite the shipment of .9 billion tons dur- 
ing that interval. Again, in the years 


1951-1952, Michigan mines shipped 
25.5 million tons, but the Michigan re- 
serves declined only 4.2 million tons. 
These anomalies account for the wide- 
spread belief in both Minnesota and the 
Michigan Upper Peninsula that the iron 
companies have practiced concealment 


on a large scale. In 1952, the Minne- 
sota Legislative Commission on Taxa- 
tion of Iron Ore conducted a “ thor- 
ough investigation ” of this matter and 
concluded that “ our present Tax Com- 
missioner is placing all known iron ore 
in Minnesota on the tax rolls.”* The 
endless fountain appearance of the Min- 
nesota reserves was attributed by the 
Commission to new exploration, utili- 
zation of lean ore, and the inherent in- 
definiteness of ore reserve measurement, 
even when scrutinized by a competent 
state agency such as the Minnesota 
School of Mines, which has assessed iron 
reserves on behalf of the Tax Commis- 
sion since 1908. Evidently the com- 
panies and assessing officials agree on a 
rather liberal margin for error. 

“Our investigation,” said the Com- 
mission, “ discloses that during the past 
30 years, because of the new techniques 


4 Minnesota Report, pp. 103-107. 
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and additional drilling, there have been 
two tons of ore added to the reserves 
for each three tons shipped.”° Were 
this trend to continue, the Minnesota 
reserves would be adequate for another 
30 years. However, a leading author- 
ity, Professor John W. Gruner of the 
University of Minnesota, asserts that the 
ratio will diminish very rapidly, because 
of the increasing depth of mining and 
the decline in the average grade of ore 
and in the size of the remaining ore 
bodies. This judgment would appear 
to be corroborated by recent ore reserve 
statistics, by the research of the mining 
companies in the beneficiation of tacon- 
ite, and by the increased use of inter- 
mediate-grade ore deposits. In 1920, 
88 per cent of Minnesota iron ore ship- 
ments were direct shipping ore and only 
12 per cent were concentrates; in 1950 
the respective proportions were 70 per 
cent and 30 per cent.® 

In a 1946 study of “ Mineralogy and 
Geology of the Mesabi Range,” pub- 
lished by the Minnesota Iron Range Re- 
sources Commission, Professor Gruner 
estimated that the Mesabi might con- 
tain 150 million tons of undiscovered 
high-grade ore and another 150 million 
tons of intermediate-grade ores. Based 
on these ores, the future life of the 
range would be from 30 to 40 years 
(post 1946), with production declining 
toward the end of the third decade.’ 


5 Ibid. 


6 The Minnesota concentrates are produced from 
intermediate-grade ore by the more simple methods 
of beneficiation particularly ore washing, crushing, 
and screening, to remove silica, alumina, and other 
impurities and to achieve a satisfactory iron content. 
This operation, which began in Minnesota in 1908, 
apparently occurs primarily or exclusively in open 
pit mines, and hence is not significant in the Michi- 
gan and Wisconsin mines. 


TA recent Associated Press feature story states: 
“The bureau of mines says that no estimate is 
available on the reserves in this country’s Mesabi 

(continued on next page) 
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It has been said by some technical 
observers that Michigan has more un- 
explored iron potential than Minnesota. 
In the first five years following World 
War II an accelerated exploration pro- 
gram by the Michigan companies aug- 
mented the proven reserves by 35 
million tons, in a period of high con- 
sumption. Minnesota reserves did not 
show any corresponding net expansion. 
Since 1950 the Michigan companies 
have been resting on their ores, doing 
little exploration. 

It is evident that the long run future 
welfare of the Superior region iron 
mining industry hinges on exploitation 
of the vast taconite deposits, fine 


grained, hard, iron-bearing rock, called 
jasper in Michigan because of its color. 
There are several different types of 
taconite, but the two most important 
classes are the magnetic and nonmag- 


netic. The magnitude of the taconite 
deposits is purely conjectural; the 1949 
yearbook of the United States Bureau 
of Mines estimated 61 billion tons 
of taconite in the Superior region. 
However, the amount of accessible and 
usable deposits may be considerably less. 
Professor Gruner has estimated that the 
Mesabi Range has §.1 billion tons of 
magnetic taconite which can be quar- 
ried in open pit operations. These 
taconite reserves would be equivalent 
to 2 billion tons of ordinary merchant- 
able iron. However, the Minnesota 
Legislative Commission regards this 
estimate as unduly conservative, judg- 
ing from the history of the discovery of 
regular ore reserves. 

Research in the development of pro- 


range without so many qualifications as to make it 
useless. The bureau says the best estimate for the 
Lake Superior region—Minnesota, Michigan, and Wis- 
consin—is 3,605,000,000 tons.” This dispatch also 
states that in 1953, 12.3 million tons were imported 
of which 2.2 million came from Venezuela. 
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cesses for extracting the iron particles 
from the hard taconite has been con- 
ducted for many years by the Minne- 
sota Mines Experiment Station and by 
the Michigan College of Mining and 
Technology. In the 1940’s, the mining 
companies began to do research when 
the World War II iron consumption 
sliced deep into the existing ore reserves, 
rendering the question of future re- 
serves more than academic speculation. 
Since the close of World War II, the 
mining companies have intensified their 
beneficiation research. One observer 
wrote in 1946 that “ almost every man- 
made or natural force known today, ex- 
cept atomic energy, has been turned to- 
ward the problem of iron ore concen- 
tition. Processes involving gravity, 
} ydraulics, buoyancy, magnetism, elec- 
trostatics, heat, and centrifugal force 
have been tested in attempting to solve 
the future of our iron ore industry.” * 

Of the various beneficiation processes 
that of magnetic concentration is the 
most feasible. In fact, the Minnesota 
Legislative Commission states that only 
magnetic taconite is commercially im- 
portant now. Hence the magnetic or 
nonmagnetic character of a taconite de- 
posit is extremely significant. A large 
portion of taconite in the Mesabi Range 
is magnetic, although perhaps much of 
it is inaccessible. However, most of 
Michigan’s jasper is nonmagnetic, pos- 
ing special problems to the research 
programs of Michigan Tech and the 
Michigan mining companies. This fac- 
tor has been emphasized in the appro- 
priation requests for the research pro- 
giam of Michigan Tech. 


8Grover J. Holt, a Cleveland-Cliffs executive, 
quoted in Minnesota Report, p. 20. That Report 
contains brief descriptions of the processes, pp. 11- 
21. Also see Harlan H. Hatcher, A Century of 
Iron and Men (Indianapolis: Bobbs-Merrill, 1950), 
pp. 275-279. 
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Commercial production from tacon- 
ite began in Minnesota in 1949 and in 
Michigan in 1952. As of the fall of 
1952, two commercial scale taconite 
beneficiation plants were in operation 
on the Mesabi and four more were un- 
der construction.” Such plants require 
large quantities of water and electricity 
and an investment cost of roughly $30 
per ton of annual output capacity.’® 
One prominent steel official envisions, 
however, an ultimate production level 
in the region of 40 million tons of 
taconite concentrates." 

The remainder of this article de- 
scribes recent legislation in each of the 
states comprising the Lake Superior re- 
gion, 


Recent Legislation 


Michigan. The 1939 Regional Com- 
mittee recommended the following 
measures relative to iron ore: continue 
exploration for new deposits, particu- 
larly in Michigan and Wisconsin; 
carry on intensive research on benefi- 
ciation of low-grade ore; adjust per- 
sonal property taxes on ore stock piles 
so as not to penalize winter mining; 
continue channel and harbor improve- 
ments by the Army Engineers; study 
the feasibility of mining submarginal 
“ strategic ” minerals; revise the United 
States Geological Survey monograph 
on “Geology in the Lake Superior 
Region; ”” make a regional study of 
mineral taxation in each state with 
the objectives of (1) adjusting taxation 


® For descriptions of two plants see Hatcher, loc. 
cit. and Skillings Mining Review, Dec. 19, 1952, pp. 
1-2. 

10 Skillings Mining Review, Dec. 12, 1953, p. 4; 
and Mar. 13, 1954, p. 2. 

11F. M. Richards, “ The Iron Ore Outlook of 
the Great Lakes Skillings Mining Review, 


Jan. 23, 1954, pp. 1, 22-23. 
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Area,” 
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in the interests of meeting competition 
from other sources of supply, (2) en- 
couraging exploration and development, 
and (3) the maintenance of the gov- 
ernmental functions supported by tax- 
ation on this property.’” 

Michigan has been advancing the 
measures recommended by the Regional 
Committee (that is, those within its 
orbit). Since 1948 the Michigan Geo- 
logical Survey and the United States 
Geological Survey have operated a co- 
Operative magnetic and geological sur- 
vey program in the iron counties to as- 
sist the industry in ore exploration.” 
Michigan’s method of assessing mineral 
property as a unit, not assessing equip- 
ment and stockpiles separately, would 
seem to eliminate any penalty on winter 
stockpiles. The Michigan College of 
Mining and Technology, along with 
other engineering schools in the region, 
is engaged in beneficiation research. In 
addition to these measures, two tax 
statutes were recently enacted to en- 
courage and facilitate mineral explora- 
tion and utilization of low-grade ores. 

In 1947 the general property act was 
amended for the purpose of encourag- 
ing mineral exploration and develop- 
ment by granting a ten-year property 
tax exemption to all metallic mineral 
ore discovered or proved after that date, 
the relevant portion reading: 


For the purpose of encouraging the ex- 
ploration and development of metallic 


12 Ibid, p. 44. The Committee could not agree 
on specific tax methods, nor did it note the possible 
incompatibility of its three taxation objectives. 


13“ The results of the cooperative studies already 
have been of definite assistance in the exploration for 
ore deposits. Their proved value in helping to in- 
crease the mining life of the district by location of 
both direct-shipping and thereby 
supporting the economy of the area, has far exceeded 
the cost of the program.” Michigan Department 
of Conservation, Biennial Report, 1951-1952, p. 176. 


low-grade ores, 
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mineral resources, metallic mineral ore 
newly discovered and/or proven in the 
ground and not part of the property of 
an operating mine shall be exempt from 
the general property tax laws for a maxi- 
mum period of 10 years or until such 
time as it becomes part of the property 
of an operating mine or it in itself be- 
comes an operating mine. Metallic min- 
eral ore hereafter discovered and/or 
proven in the ground and part of the 
property of an operating mine shall be 
exempt from taxes hereunder until it, in 
combination with previously discovered 
metallic mineral ore of the operating 
mine, comes into a 10 year recovery pe- 
riod of said mine as determined by the 
average normal annual rate of extraction 
of said mine. An operating mine shall 
be defined to be an operating mine as of 
the date of starting of a shaft or strip- 
ping of overburden, or rehabilitation of 
an abandoned or idle mine closed for not 
less than 2 years: Provided, however, 
That no ore shail enjoy more than 10 
years exemption from taxation: Provided 
further, however, That nothing herein 
contained shall exempt from the general 
property tax laws ore reserves proven as 
of April 1, 1947." 


The background of this measure was 
summarized by a competent though 
confidential observer: 


It was argued that mining companies 
were not pushing their explorations, be- 
cause it meant that if they did locate 
new bodies their taxes would be increased 
(many people argued that they were ac- 
tually carrying on exploration but not 
officially admitting it). In the mean- 
time, stories repeatedly spread to the ef- 
fect that the known reserves of ore 
bodies in the Upper Peninsula would be 
exhausted in a relatively small number 
of years and that the mining activities 
would cease. All of this, of course, was 


14 Act 93, P. A. 1947; C. L. 1948, sec. 211.24; 
popularly known as the Lindquist Act. 


| Vou. VII 


not conductive to a good psychological 
outlook. 


The act grants exemptions of up to 
10 years in the following situations: 
1) ore discovered but not proven be- 
fore 1947 as long as not mined or part 
of an operating mine; 2) ore discov- 
ered or proven after 1947 as long as not 
part of an operating mine; 3) ore dis- 
covered or proven after 1947 in the 
ground of an active mine until it 
comes into a 10-year recovery period 
of said mine. That is, as long as it is 
more than 10 years away from extrac- 
tion, judging from the mine’s extrac- 
tion rate. 


“Proven ” deposits are those where a 
prospect shaft has been sunk. “ Dis- 
covered” deposits generally have only 
been sampled by diamond drilling. 
The full scope and significance of this 
act is far from obvious. To date there 
has been no reported judicial construc- 
tion. 


A 1951 statute granted various tax 
concessions to encourage the beneficia- 
tion of low-grade iron ore and the min- 
ing of copper and “ other metallic ore.” 
It provided: 


1. Prior to commercial operation, i.e., 
during construction and experimental op- 
eration, any low-grade iron mining prop- 
erty, copper, or other metallic ore prop- 
erty, shall be assessed only on the basis 
of the sale value of its plant, equipment, 
and supplies. 

2. Low-grade iron mining property is de- 
fined as one on which is located a bene- 
ficiation plant, together with other min- 
ing facilities, amd an area of mineral 
lands estimated to contain sufficient ore 
for operating the beneficiation plant or 
plants for 10 years. 


3. After commercial production of iron 
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ore (only) begins, the maximum tax 
levied on the property (by the usual 
method) shall not exceed an amount 
equal to the average annual production 
in gross tons during the preceding 5-year 
period, times 2 per cent of the mine value 
of the ore (published Lake Erie price less 
transportation and handling costs). 


4. Unless this ceiling is less than the sale 
value of the plant, facilities, etc., in 


which case the latter shall be used.® 


The second act supplements rather 
than amends the first one. Together 
they appear to grant substantial con- 


cessions and security to the mining in- 


dustry. By the first act ores discovered 
or proven after 1947 are tax exempt 
until put into active production. By 
the second act all low-grade mineral 
ore, no matter when discovered or 


proved, if attached to a beneficiation 
plant is tax exempt until the plant is 


constructed, and is beyond the experi- 
mental stage and in commercial opera- 
tion. During these preliminaries, prop- 
erty is to be taxed only on the sale 
value of its beneficiation plant and 
other facilities, supplies and equipment 
—a value which probably would be a 
fraction of the initial construction cost. 
Once in commercial production the 
low-grade ore property (or copper or 
other metal) will be subject to the 
usual assessment but is assured that the 
annual tax levy will not exceed 2 per 
cent of the value of its average annual 
production. 

In summary, these acts contain the 
following attractive features: 

(1) Mineral exploration is not handi- 
capped or obliged to be sub rosa. 

(2) Some of the guesswork in assess- 
ment is eliminated. Valuation of active 
mines is difficult enough; valuation of 


15 Act 77, P. A. 1951; C. L. 
625. 


1948, secs. 211.621- 
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reserves, involving not only the estima- 
tion of quality of ore but also future 
economic and technological conditions, 
appears to be highly speculative, per- 
haps bordering on “ guesstimation ” at 
times. 

(3) The taxation of the mineral 
property will occur when the potential 
wealth becomes a measurable reality 
and the property owner definitely has 
the ability to pay—and should be 
happy to do so. 

(4) Similarly, mining companies 
which undertake to build expensive 
beneficiation plants and experiment in 
new processes are assured of low taxes 
until the operations are on a productive 
basis and thus achieve the ability to pay 
substantial taxes. It is said that the 
construction of a plant with an annual 
production capacity of 1 million tons 
would cost approximately $10 million 
and require five years to complete. 
Furthermore, despite the fact that some 
beneficiation has been going on since 
the 1930’s, the technical problems are 
not all solved and considerable experi- 
mentation remains. 

(5) Finally, the mining companies 
are assured that after they get into 
commercial operation, their property 
taxes will never be excessive and will be 
proportionate to their income. 

By these acts the Michigan govern- 
ment has done about all that it could 
do in eliminating uncertainty and haz- 
ards and thereby facilitating the de- 
velopment of reserves and the utiliza- 
tion of the poor-grade ore. The 1947 
act, for example, was one of the prin- 
cipal factors which contributed to the 
postwar spurt in ore exploration. The 
Michigan Department of Conservation 
commented that: 


The intent of the Act is to stimulate 
exploration, thereby increasing the con- 
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fidence of mining communities in the life 
of the mines—an important sociological 
consideration. Operation of the Act per- 
mits more efficient planning in mining 
operations. It also opens the field of 
“ wildcat ” exploration as it removes the 
threat of immediate taxation of newly 
discovered ore.'® 


On the other side, the following 
questions and criticisms may be raised: 


(1) Most of the mining operators 
are not struggling Horatio Algers. 
They are subsidiaries of the steel com- 
panies, a vertical part of the “ steel 
trust,” which certainly are not teetering 
on the abyss of bankruptcy and should 
not require subsidies in the form of tax 
exemptions. 

(2) It may be said that the dangers 
of exhaustion of the Lake Superior ore 
resources and of loss of business to com- 
petitors from other regions and abroad 
have been grossly exaggerated by the 
steel trust in order to secure tax ex- 
emptions. This cry of losing business 
to other regions has been made for years 
and still 80-85 per cent of all ore con- 
tinues to come from the Lake Superior 
region. 

(3) Beneficiation of low-grade ore 
has been going on for several years and 
should be capable of gradual expansion 
as needed, without the necessity of tax 
exemptions. The research in state en- 
gineering schools should be subsidy 
enough.” 

(4) The tax relief and future cer- 
tainty granted the mining interests are 
at the expense of the range commu- 
nities. 

(5) If some subsidy is needed for 
fostering beneficiation and exploration, 


16 Michigan Department of Conservation, Biennial 
Report, 1947-1948, p. 178. 

17 Act 213, P. A. 1954, appropriated $747,000 
for a new metal ores laboratory at the Michigan Col- 
lege of Mining and Technology for beneficiation re- 


search. 
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the germane questions are: How much 
subsidy is needed? How long? And 
how much subsidy is granted by the 
1947 and 1951 acts? 

The amount of tax exemption granted 
by these two acts can be roughly calcu- 
lated. As of December 31, 1952, the 
assessed ore reserves aggregated 157,- 
602,485 tons of which 40,277,960 were 
tax exempt under the 1947 statute.’® 
In 1952 the mines paid $2,437,216 in 
property tax, equivalent to $.02076 per 
ton of reserves subject to tax. Thus 
the aggregate exemption approximated 
$835,312, or one-third of the actual 
levy. 

This figure must be qualified, how- 
ever, by the possibility that the average 
tax per ton of reserve might have been 
less in the absence of the exemption 
law. 


With respect to this question, one can 
get some idea of how much a low-grade 
ore company which operates a beneficia- 
tion plant will benefit after it gets into 
commercial operation by reason of the 
1951 law. Table 3 shows, for example, 
that in the years 1933 through 1947 
the property taxes paid by the Michigan 
underground mines averaged 5.7 per 
cent of the mine value (Lake Erie price 
less transportation) of ore produced, 
ranging from 7.4 per cent in the period 
1933-1937 to 4.0 per cent in 1947. In 
1951, however, property taxes averaged 
only 3.1 per cent of the mine value of 
ore produced. Assuming that in prac- 
tice the local property tax on an oper- 
ating low-grade ore property would 
usually be at the statutory maximum of 
2 per cent of the mine value, under the 
1951 statute, it is evident that the act 
makes a tremendous reduction in the 

18 Michigan Department of Conservation, Ap- 


praisal of Iron Mines and Copper Mines, 1953 (un- 
published), p. 1. 
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tax. As of 1947 the reduction would 
have been 101 per cent; in earlier years 
it would have been 350 per cent. On 
the basis of conditions prevailing in 
1951, the low-grade ore property en- 
joys a tax rate approximately two- 
thirds that on other mines and other 


property generally. 
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tax, now applicable only to gas and 
petroleum.” 

Wisconsin. in 1953, Wisconsin fol- 
lowed Michigan’s lead in granting spe- 
cial treatment to low-grade ore prop- 
erties. Prior to that time Wisconsin 
had granted special treatment for lead 
and zinc mines but not for iron mines. 


TABLE 3 
Ratio or Property Tax To VALUE or Ore Propucep 
MICHIGAN UNDERGROUND MINES 


Lake Eri 


Yearly Cost of 
Average 


4.9143 
4.7873 
4.9989 
4.9002 
5.7559 
8.5500 


1.5934 
1.6280 
1.7738 
1.6651 
1.9091 
2.3974 


Average Dollars Per Ton 


Price ~ Transportation ~ 


Property Tax 
of Mine Value 


__ Value at 


Property 
Mine T 


ax 


.2462 
1597 
1558 
1872 
1546 
1910 


741% 


Sources: Franklin G. Pardee, Appendix to Rolind Parks, Examination and Valuation of Min- 
eral Property, 3rd ed. (Cambridge: Addison-Wesley Press, 1949), pp. 463-464; Minne- 
sota Department of Taxation, 1951-1952 Biennial Report, p. 40. 


The 1952 session of the Michigan 
Legislature was concerned with the 
problem of mineral rights held sepa- 
rately from surface rights. Three bills 
were introduced to require registration 
of such rights, one bill seeking to tax 
them at a confiscatory rate. It has been 
said that registration is needed to facili- 
tate mineral exploration and develop- 
ment. The Legislature established a 
special interim committee “to study 
the problems pertaining to mineral 
rights,” *® and that committee has not 
filed a report. Thus the issue seems to 
be in abeyance. 

Finally, it is significant that the Leg- 
islative Interim Tax and Revenue Study 
Committee, 1951-date, which has pro- 
posed several “ loophole” closures and 
horizontal extensions of existing taxes, 
has not mentioned the state severance 


19§, 47, §. 312, H. 407, H. Con. Res. 52. 


Chapter 110 of the Wisconsin Laws of 
1953 is essentially the same as the 
Michigan act of 1949, which provides 
that low-grade iron properties on which 
is located a beneficiation plant shall be 
taxed at a rate equal to 2 per cent of 
the value of its annual production, us- 
ing a five-year moving average. The 
Wisconsin statute differs from Michi- 
gan’s in only five significant respects: 

1. During the period of construction 
of a beneficiation plant, the property 
shall be assessed by this formula: rated 
plant capacity x price of old range non- 
Bessemer ore f.o.b. mine x 1 per cent x 
per cent construction is completed. 

2. The regular 2 per cent of product 
value formula shall apply following the 
first full calendar year of production, 
whether experimental or commercial; 
whereas the 2 per cent formula in 


20 Michigan Tax Survey, Lansing 1952. 
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Michigan applies only to the period of 
commercial production. 

3. Thereafter the 2 per cent formula 
shall be used exclusively, there being no 
alternative such as in the Michigan act. 

4. The f.o.b. mine value is spelled out 
as the Lake Erie price of old range non- 
Bessemer less rail and lake freight 
charges, commission, shrinkage, stock- 
pile loading, analyses and insurance ex- 
pense, discount on cash sales, and other 
“ proper ” marketing deductions. These 
deductions appear to be more extensive 
than those authorized by the less spe- 
cific Michigan statutory definition, par- 
ticularly shrinkage and discounts. The 
latter item is important because much, 
or most, ore is sold on a contract basis 
at less than published prices. 

5. A low-grade ore property is de- 
fined as a beneficiation plant and min- 
ing facilities plus a 30-year ore supply, 
as compared to a 10-year ore supply un- 
der the Michigan act. 

Wisconsin has not followed Michi- 
gan’s example in modifying the taxa- 
tion of high-grade ore reserves in order 
to encourage exploration. The 30-year 
ore supply feature of the 1953 law, 
however, confers on low-grade ore 
properties tax relief perhaps approxi- 
mately equal to that afforded by both 
Michigan acts. 

Minnesota. Since 1941 Minnesota has 
enacted legislation which has attacked 
the whole problem by three approaches 
(exclusive of tax limitation laws): the 
granting of labor credits, special treat- 
ment of taconite, and the establishment 
of the Iron Range Resources and Re- 
habilitation Commission. The Com- 
mission, consisting of six legislators and 
a full-time commissioner, is financed 
liberally by earmarking 5 per cent of 
the revenue from the iron mining oc- 
cupation tax. The Commission’s func- 
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tions are to study “high labor costs of 
mining in the state of Minnesota and of 
the plans for future development of 
low grade ore,” and to expend the pro- 
ceeds from the occupation tax for de- 
velopment and rehabilitation in the 
range communities. 


When the commissioner shall deter- 
mine that distress and unemployment ex- 
ists or may exist in the future in any 
county by reason of the removal of natu- 
ral resources or a possibly limited use 
thereof in the future and the decrease in 
employment resulting therefrom, now or 
hereafter, he may use such amounts of 
the appropriation made to him in this 
section as he may determine to be neces- 
sary and proper in the development of 
the remaining resources of said county 
and in the vocational training and re- 
habilitation of its residents.”! 


The Commissioner has used the 
agency’s very substantial funds (over 
$2 million in the biennium 1951-1952) 
to conduct a long range program of 
natural resources and industrial devel- 
opment, with emphasis on agriculture, 
forestry, and iron mining. The pro- 
gram is not confined to the iron com- 
munities but embraces the 14 county 
cut-over area in northeastern Minne- 
sota, and to some extent the entire state, 
and is perhaps the most comprehensive 
and ambitious economic development 
program of any state government. 
The onset of World War II relieved the 
agency of its immediate problem, the 
10,000 unemployed in St. Louis and 
Itasca Counties, and enabled the agency 
to conduct resources surveys, soil and 
timber conservation, the promotion of 
food processing and forest products in- 
dustries, the diversification of agricul- 
ture, research in agriculture and for- 
estry, and the attraction of garment 


21 Laws 1947, c. 544. 
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and other new industries. With respect 
to the iron industry, the agency has fi- 
nanced the cooperative state-federal 
geological survey program in the iron 
ranges, the beneficiation research pro- 
gram of the Minnesota Mines Experi- 
. ment Station, the publication of ore 
survey bulletins, the construction of an 
experimental iron powder plant (which 
proved unsuccessful), and the recent 
Legislative Commission on Taxation of 
Iron Ore.” 

Taconite was given special tax treat- 
ment in 1941. A special severance tax 
was imposed of § cents per ton of con- 
centrate produced plus one-tenth cent 
per ton for each one per cent of the 
iron content of the product above 55 
per cent. This tax is in addition to the 
occupation and royalty taxes but is in 
lieu of general property taxes on the 
iron ore property, including mining 
equipment, except for properties which 
produce less than 1,000 tons of concen- 
trates per forty-acre tract in any year. 
Local property taxes may be imposed on 
such low output taconite property up 
to a maximum of dollar per acre. Thus 
the taxation of taconite was made pro- 
portional to productivity and ability to 
pay, as was done in Michigan in 195 1.** 

Also in 1941, in order to assist un- 
derground mines and to encourage min- 
ing of high-cost ores, a credit against 
the occupation tax was granted. Sub- 
sequently these provisions were ex- 


22 Described in the very graphic biennial reports 
of the Commissioner. Most state economic develop- 
ment agencies (now in vogue) do not have an equal 
breadth, operating as a state chamber of c e, 
and being primarily concerned with luring industries 
by advertising and subsidies. 





23 Laws of 1941, c. 375; Minnesota Statutes 1949, 
secs. 298.23-28. Taconite is defined as ore-bearing 
rock which is not made merchantable by simple 
methods of beneficiation involving only crushing, 
screening, washing, jigging, drying or any combina- 


tion thereof. 
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panded to authorize credits of 10 per 
cent of that part of the cost of labor 
employed at the mine or in beneficiation 
of ore in excess of 40 cents per ton and 
15 per cent of that part of the cost of 
labor in excess of 50 cents per ton, with 
a maximum credit of 75 per cent of the 
total tax. Inflation and other factors 
have compelled frequent modification 
of the labor credit law in order to con- 
fine its benefits exclusively to high op- 
erating cost mines. Amendments in 
1951 and 1953 limited the credits to 
underground mines, mines which bene- 
ficiate 40 per cent of their output, and 
the first 100,000 tons annual output of 
other mines. The 1953 act provides 
that for the underground and 40 per 
cent beneficiating mines the tax credit 
shall be 10 per cent on that part of 
labor costs in excess of 60 cents per ton, 
up to 78 cents per ton, and 15 per cent 
on costs in excess of 78 cents per ton. 
For other mines the credit is 10 per cent 
on labor costs in excess of 96 cents per 
ton. The maximum credit for the lat- 
ter type of mine is 60 per cent of the 
total tax. However, the effective credit 
rates may be less than the statutory 
schedule because of a 1953 stipulation 
that aggregate credits allowed in any 
tax year shall not exceed 7.3 per cent 
of aggregate occupation taxes assessed, 
prior to the computation of labor cred- 
its. If labor credits exceed this amount, 
the 1952 ratio, the tax commissioner is 
to prorate all credits.“ 

The effectiveness and wisdom of the 
labor credits provision is a warmly de- 
bated subject. The Minnesota tax 
commissioner flatly asserts “ that it has 
not encouraged the employment of 
labor or the mining of even low grade 
ores.” He attributes the increases in 
employment and concentrated ore since 


24 Laws of 1951, c. 664; Laws of 1953, c. 646. 
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1941 to the strong market. Mining 


companies which benefit from the labor 
credit are equally emphatic that the act 
has augmented employment and _ the 
production of low-grade ores.*® 


The handicap on winter mining im- 
posed by taxation of stockpiles was re- 
duced by a 1939 act which provides 
that stockpiled ore shall be valued as if 
unmined if consisting of low-grade ore 
requiring beneficiation or if mined un- 
derground and containing phosphorous 
in excess of .18 per cent. The Com- 
missioner of Taxation has recommended 
extension of this treatment to all stock- 
piles, but the legislature has not done 
so." 

That iron ore taxation continues to 
be a much controverted matter in Min- 
nesota is indicated by the creation in 
1951 of an interim legislative commis- 
sion to study the subject. The com- 
mission was granted $150,000 from the 
range resources and rehabilitation fund 
with the following mandate: 


to make a comprehensive, detailed and 
complete investigation and study of all 
factors contributing to a sound iron ore 
tax policy for this state, including in- 
formation regarding the quality and ex- 
tent of Minnesota’s iron ore reserves, and 
those in other parts of the world; the 
cost of mining and developing Minnesota 
iron ores and those in other parts of the 
world; the advisability of using Lake 
Erie price as a tax base; the impact of 


25 Minnesota Reports, pp. 142-145. 


26 Minnesota Statutes 273.13. Min- 


nesota Tax System, p. 80. 


1949, sec. 
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national defense considerations; and the 
effect of the possible construction of the 
St. Lawrence waterway . .. and other 
related factors, for the purpose of for- 
mulating a stable and fair policy for the 
taxation of iron ore in order that the 
state shall receive the maximum benefit 
from this natural resource.*? 


The commission presented an exten- 
sive report to the 1953 legislature, but 
it made only minor recommendations 
for amendment of the labor credits law. 
The commission agreed that a thorough 
re-examination of tax policy was in or- 
der, but it stated that any reformula- 
tion of tax policy should be deferred 
because of the transition stage in the 
ore industry and uncertainities sur- 
rounding the St. Lawrence seaway, the 
potential production of the Labrador- 
Quebec field, and importation of over- 
seas ore. The commission believed that 
many of these question marks would 
disappear by 1955.7* Accordingly, the 
commission was directed to file its 
recommendations in December, 1954.7° 
The 1953 report of the commission 
indicates the complexities and the rami- 
fications of tax policies and the signifi- 
cance of external factors. The refor- 
mulation of tax policies will be condi- 
tioned not only by political factors 
within the region, but also by tech- 
nological changes within the iron ore 
industry and by national and interna- 
tional developments. 


27 Laws of 1951, c. 714. 
28 Minnesota Report, p. 161. 
29 Laws of 1953, c. 522. 





HOW AWARE ARE CONSUMERS OF EXCISE 
TAX CHANGES? 


ROBERT FERBER * 


TIMULATION of consumer expen- 
ditures is widely believed to result 
from reductions in excise taxes. The 
mechanism by which this increase in 
expenditures occurs is a lowering in 
price made possible by passing the tax 
reduction from manufacturing to the 
retail level, which in turn leads pre- 
sumably to increased demand for the 
product. The reductions in federal ex- 
cise taxes effected on April 1, 1954 
were carried out primarily for this rea- 
son. With retail sales lagging and the 
possibility of a more serious recession in 
people’s minds, lower prices ' occasioned 
by reduced taxes would, it was felt, 
give retail sales a “ shot in the arm.” 
The effectiveness of this action is dif- 
ficult to judge because of the many fac- 
tors that have to be taken into account. 
Sales did turn upward in the spring of 
1954, but the upturn took place in sales 
of goods on which taxes had not been 
lowered as well as of goods on which 
taxes had been lowered.” Moreover the 


* The author is Research Assistant Professor of 
Economics at the University of Illinois, 

He would like to acknowledge assistance furnished 
by the Bureau of Economic and Business Research of 
the University of Illinois in carrying out this study. 


1 Throughout this discussion “ price” is used in 


its gross sense, that is, including excise taxes, if any. 


2 Theoretically this would not be unexpected be- 
cause of the possibility that money saved on pur- 
chasing goods selling at lower prices because of the 
tax reduction may be used to purchase more nontax 
items. However, the facts do not provide much 
support for this explanation. Thus sales of appli- 
ances and radios, on which excise taxes were re- 
duced, increased 3.3 per cent from March to April 


effect may not be immediate but may 
be evidenced only over a period of 
many months. In any event, two con- 
ditions must be fulfilled if an excise tax 
reduction is to stimulate consumer ex- 
penditures: first, consumers must know 
about the reduction, at least in those 
cases where price cuts are made; sec- 
ondly they must be willing to act on 
the basis of this knowledge.’ This re- 
port presents the result of a case study 
designed to ascertain consumer aware- 
ness of the federal excise tax reductions 
of April 1, 1954 and, to a lesser extent, 
the effect in the short run of this re- 
duction in taxes on consumer expendi- 
ture plans.* 

on a seasonally adjusted basis, whereas sales of motor 
vehicles and parts, on which taxes were not reduced, 
declined 0.5 per cent during this period. On the 
other hand, shoe store sales, which are not subject 
to excise tax, increased 8.5 per cent (seasonally ad- 
justed) during the same period. One might also 
note that from February to March, 1954, just be- 
fore the reductions were enacted, auto sales were up, 
appliance sales registered no change, and shoe store 


sales were down sharply—a rather contradictory 
picture. 


3 This second condition can itself be broken down 
further: a) consumers must be willing to act on 
the basis of this knowledge, e.g., they are not al- 
ready oversupplied with the particular items at the 
new, lower price; b) they must have the means to 
act. For the present purposes, however, this distinc- 
tion is not necessary. 


4From the longer run point of view, one might 
argue that the consumer need not even be aware of 
the reduced prices because he would find out any- 
way once he went shopping. In the short run, how- 
ever, this is a moot point because the consumer is 
less likely to go shopping if he does not know of 
any tax reductions and believes that prices are as 
high as ever. 
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The Study 


During the middle and the latter 
part of May, 1954, interviews were 
conducted with a randomly-selected 
sample of residents of Champaign- 
Urbana, Illinois, twin cities with a 
population of about 60,000. Respond- 
ents were asked whether they had no- 
ticed any change during the past two 
months in excise taxes or prices of each 
of the following five items—theatre ad- 
missions, cars, luggage, shoes, and re- 
frigerators. In addition, they were 
asked whether they had purchased any 
of these items (excluding theatre tick- 
ets) during the past couple of months 
or were thinking of purchasing them. 
Various personal characteristics were 
also ascertained, namely, occupation, 
education, sex, and family income. 

The five items used in this study rep- 
resent a wide range of goods in terms 
of price and frequency of purchase. 
They also represent varying combina- 
tions of tax and price changes. Excise 
taxes on theatre admissions, luggage 
and refrigerators were cut in half. The 
tax reductions on the latter two items 
were passed on to the consumer in the 
form of lower prices, but the price of 
theatre admissions remained unchanged 
(at least in Champaign-Urbana). The 
excise tax on cars was not reduced, but 
car prices generally were somewhat 
lower (despite the maintenance of list 
prices) because of the weakness in the 
market at that time. On the other 
hand, there never has been a federal ex- 
cise tax on shoes, and prices were also 
unchanged «uring this period. The 
reason for selecting goods differing so 
markedly in terms of tax and price 
changes was to obtain a more accurate 
picture of consumer knowledge by at- 
tempting to detect instances of guessing 
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and confusion, well-known phenomena 
in consumer surveys. 

The sample was a small one, 166 re- 
spondents, but was as large as could be 
obtained with the limited resources at 
hand. This number represented 77 per 
cent of the 216 homes visted. Eleven 
people refused to be interviewed. 


The Results 


A comparison of the proportions of 
respondents who reported tax or price 
reductions in each item with what ac- 
tually happened is presented in Table 1. 


TABLE 1 


Comparison or AcTuAL AND Reportep Repvuc- 
TIONS IN Excise TAXES AND Prices 








Change in Tax Change in Price 





Per Per 
Cent Cent 
of Re- of Re- 
spond- spond- 
ents ents 
Report- Report- 
ing a ing 
Reduc- Reduc- 


Actual Actual 


24.1% 
13.6 
30.2 
10.5 


Refrigerators 16.0 





As is evident from this table, knowl- 
edge of the changes that did occur was 
neither widespread nor accurate. The 
proportion aware of tax changes was 
no higher than 30 per cent, in the case 
of luggage, and was as low as 16 per 
cent in the case of refrigerators. More- 
over, it is possible that many of these 
people merely guessed the correct an- 
swer, judging from the fact that 10-14 
per cent of the respondents reported tax 
reductions on items for which no tax 
changes were made. If those respond- 
ents who reported tax cuts on all five 
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items are removed from the group giv- 
ing the correct answers, on the assump- 
tion that they were largely guessing at 
the change in individual items, the pro- 
portion actually aware of what tax re- 
ductions were made is reduced to less 
than one-fifth of the sample. 

In interpreting these figures, how- 
ever, one can not ignore consumer 
awareness of price changes. A con- 
sumer might not have been aware of a 
reduction in taxes but nevertheless have 
noticed the reduction in prices which, 
unknown to him, was made possible by 
the tax cut. From the viewpoint of 
consumer demand, the effect would be 
the same in either case. For this reason, 
respondents also were asked whether 
they had noticed a change in price for 
each of the five items. The answers to 


this question, however, do not alter the 
previous findings with respect to aware- 


ness of tax changes. As is clear from 
the last two columns of Table 1, for 
the items on which taxes were cut; the 
proportion reporting a reduction in 
price was considerably less than the 
proportion noticing the lower tax, and 
the former group was almost wholly in- 
cluded in the latter.° 


It is interesting to note that the de- 
gree of confusion on price changes ap- 
pears to be about the same as on tax 
changes, and that awareness of lower 


5One might contend by using the complements 
of the percentages in the table that, for example, 
since 86.4 per cent of respondents reported no change 
in auto excise taxes and 89.5 per cent reported no 
change in shoe excise taxes, the results indicate (cor- 
rect) consumer awareness generally that no tax 
changes had taken place. To do so, however, clearly 
ignores the fact that on the same basis the great ma- 
jority of respondents also reported no tax changes 
for the three items on which taxes had been cut. 
Thus, on either basis, considerable confusion appar- 
ently existed on this subject, and awareness of change 
in taxes or, more important still, in total price was 
very limited. 
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prices was even less widespread than of 
the tax reductions. For the two items 
on which the tax cuts were reflected in 
the price, less than one of every six re- 
spondents indicated awareness of this 
fact. It is a rather striking commen- 
tary on consumer interest in excise tax 
changes to note that the item for which 
lower prices were most frequently no- 
ticed, cars, was not one on which taxes 
had been reduced.° 

Some differences in extent of aware- 
ness of tax and price changes were 
noted by the personal characteristics of 
the respondents, although the small 
size of the sample makes it difficult to 
detect significant differences between 
subsamples. As a general rule, how- 
ever, those more aware of the items on 
which taxes and/or prices had been 
changed were men rather than women, 
people with high school or college edu- 
cations, members of families whose an- 
nual income was $6,600 per year or 
more, and those engaged in professional 
or managerial work.’ In none of these 
categories, however, was the proportion 
of respondents aware of a tax cut much 
in excess of 40 per cent. Not surpris- 
ingly, those who had purchased the 
item recently or were thinking of buy- 
ing the item were much more aware of 
a tax change, if any, than others 
(though the degree of confusion on the 
one item included in the purchase ques- 
tion on which no tax cut had been 
made—shoes—was the same for pur- 
chasers and planned purchasers as for 
nonpurchasers). This is only to be ex- 
pected, and does not establish a causal 


6 Cars are, of course, the most expensive item on 
this list but, on the other hand, they are purchased 
no more frequently than two of the three items 
listed on which taxes were lowered. 


7In most instances, these differences were signifi- 
cant at the .0§ probability level. 
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relationship in either direction. There 
was some indication, however, though 
not statistically significant, that more 
of those who knew about a particular 
tax cut wére planning to buy the item 
than of those who did not know about 
the reduction. 

To summarize, the findings of this 
study indicate that, at least in the area 
surveyed, awareness of reductions in 
federal excise taxes or in selling prices 
on particular items six to eight weeks 
after the fact was quite limited. Judg- 
ing by the general tenor of the replies, 
most people were aware that some 
changes in excise taxes had been made, 
but few were able to identify specific 
changes. In fact, only 4 of the 166 
people interviewed gave the correct an- 
swers with regard to direction of 
change in excise taxes on all five items. 

These results are not easily general- 
ized to other areas because of the local- 
ized nature of the inquiry, but it would 
nevertheless be rather surprising if an 
appreciably higher state of awareness 


of these excise tax changes existed else- 
where. The importance of Champaign- 
Urbana as a central shopping area, the 
comparative well-being of the com- 
munity, and the presence of an unusu- 
ally high proportion of well-educated 
people (because of the location of the 
University of Illinois) are all factors 
that would tend to produce greater 
awareness of tax and price changes than 
would otherwise be the case. 

If the above findings are indicative 
of the situation generally, they may 
well indicate that, at least in the short 
run, much of the presumed advantage 
of reduced excise taxes as a stimulator 
of consumer expenditures is lost be- 
cause of inadequate knowledge on the 
part of consumers. In effect, this 


would be a situation where the imper- 
fections of the market place hinder the 
operation of the usual demand mecha- 


nism—a rise in purchases fails to ac- 
company reductions in price because of 
unawareness of the changes. 





INDUSTRIAL TAX EXEMPTION IN PUERTO RICO 


MILTON C. TAYLOR * 


INTRODUCTION 


HE Commonwealth of Puerto Rico, 

a small dot in an archipelago of un- 
derdeveloped islands in the Caribbean, 
has lifted itself up “‘ by the bootstraps ” 
during the past ten years above the 
horizon of almost universal poverty. 
This economic metamorphosis is prin- 
cipally attributable to an embryonic in- 
dustrial revolution in the form of an 
influx of over 300 mainland United 
States manufacturing firms. 

To the degree that industrialization 
is the corporeal substance of Puerto 
Rico’s recovery, industrial tax exemp- 
tion is viewed on the Island as its prin- 
cipal spiritual progenitor. That ap- 
pears to be the conclusion of the 
developmental agencies, nearly every 
public administrator, most social scien- 
tists, and even, apparently, the taxpay- 
ing public. As a result, tax exemption 
has been given most of the credit for 
the movement of capital and entrepre- 
neurship from the mainland, has been 
publicized more than any other lure, 
and is even looked upon as the “ open 
sesame” that will guarantee an indus- 
trial future. 

These statements will come as a sur- 


* The author, an Assistant Professor of Economics 
at Marquette University, acknowledges his indebted- 
ness to Secretary of the Treasury Sol L. Descartes of 
the Commonwealth of Puerto Rico and Professor 
Harold M. Groves of the University of Wisconsin for 
invaluable assistance during the course of undertaking 
this research. 
are personal judgments and do not represent the of- 
ficial point of view of the Department of the Treas- 


All conclusions arrived at, however, 


ury in Puerte Rico. 


prise to those who are familiar with the 
history of tax exemption as an indus- 
trial inducement on the mainland 
United States. This fiscal device has 
been used to some considerable extent 
at the state and local governmental 
levels on the mainland, especially during 
periods of economic stress; but tax ex- 
emption has never been, on the other 
hand, a strategic or universally adopted 
fiscal policy instrument. The desira- 
bility of its use, moreover, has been 
sharply questioned, and even more often 
roundly denounced. Generally speak- 
ing, the most staunch supporter of tax 
exemption has been the legislator, faced 
with the unhappy problem of resolving 


desperate economic conditions; while its 
severest critic has been the public finance 
scholar. 

The critics of tax exemption have 
developed a substantial case to support 


their position. In the first instance, 
several empirical studies have concluded 
that tax subsidies have been notably in- 
significant on the mainland United 
States as an incentive in the location of 
industry in particular areas, on the 
grounds that relative tax burdens have 
been a minor locational consideration.’ 
And compounded with this basic cen- 
sure is a veritable barrage of other ob- 


jections. Tax exemption has been 


1 The bibliographical list on the subject of indus- 
trial tax exemption is intensive, so it is possible to 
note merely selected studies. For tax exemption as a 
locational factor, see George A. Steiner, The Tax 
System and Industrial Development, University of 
Illinois, Bulletin XXXV, (March 18, 1938). 
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critized as government support without 
control,” as a wasteful use of govern- 
ment resources,® and on the grounds 
that it is destructive of sound principles 
of taxation.* Tax exemption has also 
been scored as being difficult and bur- 
densome to administer,” as an inhibitor 
to the optimum allocation of resources,° 
and because the device results in a 
coercive tendency for other areas to 
adopt the same measure out of self- 
defense.’ 

How tax exemption can be so univer- 
sally maligned in public finance litera- 
ture, and yet at the same time, ride the 
crest of congenial public support in a 
particular area, at once suggest the 
raison d’etre for an inquiry into the 
industrial tax exemption program in 
Puerto Rico. Briefly, the question at 
issue again—as it has been many times 
in the past—is whether industrial tax 
exemption is a saint or a sinner. 

But although the plot is old, many 
of the stage settings are new. In the 
first instance, the Puerto Rican experi- 
ence affords one of the best case studies 
of the use of a tax subsidy for promot- 
ing the industrial growth of an under- 
developed area. Secondly, tax exemp- 
tion on the Island constitutes large- 
scale tax minimization. In comparison, 
virtually all of the literature which has 
dealt with the subject of industrial tax 
subsidies has been concerned with the 


2 The Twentieth Century Fund, Facing The Tax 
Problem (New York: Twentieth Century Fund, 
1937), p. 395. 


8 Jens P. Jensen, Tax Exemption as Means of En- 
couragement to Industry, Kansas Studies in Business, 
No. 10 (May, 1929), p. 60. 


4 James W. Martin, “ General Theory of Tax Ex- 
emption,” Chapter I of Tax Exemptions, a sympo- 
sium conducted by the Tax Policy League (New 
York: Tax Policy League, Inc., 1939), pp. 19-20. 


5 Facing The Tax Problem, op. cit., p. 394. 
6 Jensen, op. cit., pp. 54-55. 
7 Ibid, 
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exemption of property taxes on the 
state, county, or municipal levels of 
government on the mainland United 
States. This characteristic of industrial 
tax subsidies on the mainland at least 
establishes a possible prima facie reason 
for why tax exemption has been so 
notably ineffective: savings from such 
exemptions apparently have not been 
large enough to offset variations in more 
important business expenses. In Puerto 
Rico, however, virtually complete tax 
avoidance from all major taxes is possi- 
ble for both mainland and Puerto Rican 
firms because of an interaction of three 
circumstances: (1) Puerto Rican in- 
dividuals and firms are not subject to 
federal taxes; (2) the Puerto Rican ex- 
emption statute provides exclusion from 
all major taxes on the business level, as 
well as exemption of distributed cor- 
porate earnings from the individual in- 
come tax; and (3) mainland investors 
may avail themselves of several relief 
provisions of the Internal Revenue 
Code.* Where tax exemption has been 
rather anemic on the mainland, there- 
fore, it obviously could be much more 
effective in Puerto Rico. 

While industrial tax exemption in 
Puerto Rico is quite different from tax 
subsidies that have been used on the 
mainland United States, it is yet dis- 
similar again in its possible effect from 
industrial tax subsidies that are used in 
other underdeveloped areas. Puerto 
Rico is the only part of the world that 
has the singular advantage of being 
within the tariff area of the mainland 
United States but is not subject to 
federal taxes.® The effect of tax exemp- 


8 For an exposition of these tax-saving considera- 
tions, see Harry J. Rudick and George S. Allan, 
“Tax Aspects of Operations Under the Puerto Rican 
Exemption Program,” Tax Law Review, VII, (May, 
1952), pp. 403-437. 


9 The benefits of securing a tariff-free market on 
the mainland are partly offset by the disadvantage of 


; 
(continued on ‘next page) 
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tion in Puerto Rico differs from that in 
Mexico, therefore, because there are no 
barriers to the free movement of people, 
goods, or money between Puerto Rico 
and the mainland United States; while 
the effect would also be different from 
that in any area like Hawaii or Alaska, 
which are both subject to the United 
States income tax law. Puerto Rico, in 
other words, is a unique tax exemption 
case; it is the only area within the 
United States’ economic and _ political 
complex in which it is possible for main- 
land entrepreneurs to obtain a virtually 
complete tax holiday for a limited period 
of time. 

To maintain that industrial tax ex- 
emption in Puerto Rico has unique 
characteristics, however, does not re- 
move the issues. The subsidy may be 
as effective as it is claimed, but its de- 
sirability still remains a subject of 
fruitful research, both from the point 
of view of its importance to Puerto 
Rico and for the lessons that may be 
demonstrated for other underdeveloped 
areas. There are two counterbalancing 
aspects to the use of a subsidy as an 
industrial inducement: its effect on 
assisting and stimulating private in- 
vestment, and its offsetting cost. Be- 
fore it can be concluded that tax ex- 
emption has been a desirable public 
policy in any particular area, therefore, 
it is necessary to weigh the burdens as 
well as the benefits of a tax subsidy in 
the light of alternative uses for re- 
sources. 


a higher cost of living throvgh having to pay fed- 
eral custom duties on goods introduced into Puerto 


Rico from foreign countries. This disadvantage is 
minimized, however, through the “ covering” of all 
federal tariff revenues into the Commonwealth Treas- 
ury. The fact that federal taxes are not levied in 
Puerto Rico may be rationalized on the principle of 
no taxation without representation; Puerto Ricans 
are American citizens, but are represented in Con- 
gress only by a Resident Commissioner who has no 
vote. 


TAX EXEMPTION IN PUERTO RICO 


361 


THE ADVANTAGES AND DISADVANTAGES 
OF TAX EXEMPTION AS A SUBSIDY '” 


Industrial tax exemption may have 
two beneficial effects, one rational and 
the other irrational.’ It may serve as 
a financial aid to assist firms during the 
early difficult years of initiating a 
business in Puerto Rico, in which case 
there is a rational and direct relation- 
ship between the need for the assistance 
and the subsidy received. Secondly, 
tax exemption may serve as an ir- 
rational or largely psychological induce- 
ment in the sense that it may be in- 
strumental in encouraging the initiation 
of new businesses, but there may be 
little relationship between the effect of 
the inducement, or the need for the 


10 There are four basic assumptions that are im- 
plicit in the following analysis: (1) industrialization 
is the principal way in which the economic develop- 
ment of Puerto Rico may be propelled forward; (2) 
industrialization requires directed action on the part 
of the government of Puerto Rico in order to attract 
external capital from the mainland United States; 
(3) an essential part of this governmental action is 
the use of subsidies; and (4) there is a theoretical 
justification for the use of subsidies in order to pro- 
mote industrialization. Space limitations prevent 
anything but a passing reference in support of these 
hypotheses. A particularly good statement of the 
case for the industrialization of the Caribbean has 
been made by W. Archur Lewis in “ The Industriali- 
zation of the British West Indies,” Caribbean Eco- 
nomic Review, Il, (May, 1950), pp. 1-61. There 
are three principal ways in which it is possible to 
approach a theoretical justification for the use of 
subsidies in order to industrialize a country: (1) the 
infant industry argument; (2) assuming less than 
full employment, the use of subsidies in order to 
raise the level of employed labor resources; and (3) 
the Marshall-Pigou tax-bounty thesis. The definitive 
reference for an exposition of the tax-bounty thesis 
is an article by Howard S. Ellis and William Fellner, 
“ External Economies and Diseconomies,” The Ameri- 
can Economic Review, XXXIII (September, 1943), 
pp. 493-511; reprinted in Readings in Price Theory 
(Chicago: Richard D. Irwin, Inc., 1952), pp. 242- 
263. 


11 Acknowledgement is given to Professor W. 
Arthur Lewis for these two terms, although responsi- 
bility is assumed for their particular use in the pres- 
ent study. “Industrial Development in Puerto 
Rico,” Caribbean Economic Review, Vol. I, Nos. 1 
and 2 (December, 1949), p. 163. 
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assistance, and the amount of subsidy 
actually received. 


Tax exemption in Puerto Rico has an 
insubstantial justification as a rational 
subsidy. The remission of taxes on real 
property and equipment, and the ex- 
emption from a miscellaneous group of 
excises, assists all eligible firms, but 
these concessions are minor as compared 
to the income tax exemption. But 
the experience in Puerto Rico indicates 
that one-half of the new firms have 
losses in the first year of operation, and 
these firms receive no assistance through 
the exemption of income taxes.” 


There is, in fact, an inverse (and per- 
verse) relationship between need and 
assistance: as long as a firm experiences 
losses and needs assistance, it receives 
no income tax subsidy; while the more 
successful and independent of aid it 
becomes, the more subsidy it obtains. 


This process has resulted in a maldistri- 
bution of the income tax subsidy, in 
which a few profitable firms have re- 
ceived the major share of the subsidy, 
while the remaining grantees that have 
needed assistance have received little or 
nothing. Furthermore, even when 
firms do receive an income tax subsidy, 
this assistance is not nearly as important 
as the advantage gained through the 
employment of low cost labor. Firms 
would have been as well off bearing 
double the prevailing income tax bur- 
den as to incur a 50 per cent increase 
in labor cost. 


12 These conclusions and other undocumented ob- 
servations that follow represent the main findings of 
a larger unpublished study on industrial tax exemp- 
tion in Puerto Rico, which was accepted as a Ph.D. 
thesis by the University of Wisconsin. Space limita- 
tions in the present article prevent a development of 
the sources and methods of determining the data. 
Also, it should be emphasized that the data were 
collected during 1952-1953, while the author was 
a consultant to the Government of Puerto Rico. 
Thus the study does not purport to be fully applica- 
ble to present conditions on the Island. 
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The case for industrial tax exemption 
in Puerto Rico must be based princi- 
pally on irrational grounds, therefore, 
or on the argument that the subsidy 
results in the initiation of new firms or 
the expansion of existing businesses re- 
gardless of the ultimate size or dis- 
position of the subsidy. There is little 
evidence to indicate that tax exemption 
has been an important incentive leading 
to the expansion of existing ** Puerto 
Rican firms; furthermore, the corporate 
substance of the industrialization pro- 
gram is found in the introduction of 
new capital and entrepreneurship from 
the mainland United States. Thus the 
question at issue is to inquire into 
whether tax exemption has been signifi- 
cantly instrumental in attracting main- 
land businessmen. 

The available evidence favors the 
conclusion that tax exemption has been 
strategic in encouraging most of the 
new firms to expand to Puerto Rico. 
There is no question that the officials 
responsible for the administration of the 
industrial development program are 
convinced that the tax subsidy is the 
most important attraction that Puerto 
Rico offers to mainland businessmen.” 
Also, a systematic interview of 44 new 
operating tax-exempt firms out of ap- 
proximately 200 of these businesses that 
were manufacturing as of January, 


13 Tax exemption in Puerto Rico is available to 
both “new” and “ existing” firms. New firms are 
those that receive exemption at the time of initiating 
operations, and for which there may be a relationship 
between the tax subsidy and the decision to begin 
manufacturing; while existing firms are those that 
were in substantial existence for some time prior to 
the time of receiving the subsidy, and for which 
there is no direct relationship between the initiation 
of operations and the receipt of tax exemption. 


14Sce, for example, the article by Teodoro 
Moscoso, the Administrator of the Economic De- 
velopment Administration, “ Industrial Development 
in Puerto Rico,” The Annals of the American Acad- 
emy of Political and Social Sciences, CCLXXXV 
(January, 1953), pp. 68-69. 
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1953 indicates that the new investors 
consider the tax subsidy to be the most 
important factor in choosing the Island 
as a location. The only qualification 
which would appear to limit the im- 
portance of tax exemption is the like- 
lihood that many of the excessively 
labor-oriented firms, which perhaps 
constitutes about one-fourth of the new 
grantees, would have come to Puerto 
Rico in the absence of the tax subsidy. 
For these firms, there was both a strong 
push and a pull: a tight labor market 
on the mainland during most of the 
postwar period, and an available, low 
cost, and tractable labor supply in 
Puerto Rico. 

Another factor that supports the im- 
portance of tax exemption as a psycho- 
logical “triggering device” is the 


evidence obtained in the field survey 
that a tax subsidy is unquestionably 


popular among the grantees. A _par- 
ticular group of United States business- 
men apparently believe that they are 
being “ penalized ”»—to use their own 
term—by an intolerable burden of dis- 
criminatory taxes which they believe 
stultifies incentives and prevents the 
growth of business.'® Under such cir- 
cumstances, an article appearing in a 
mainland newspaper conveys the re- 
action that would be expected to Puerto 
Rico’s tax subsidy: 


Investors dreaming of paradise might 


15 Almost any publication of a trade association in 
the United States would serve to illustrate the point; 
e.g., Capital Goods Industries and Tax Reform 
(Chicago: Machinery and Allied Products Institute, 
November, 1947). Most empirical studies, however, 
appear to take a moderate position in assessing the ef- 
fects of the over-all tax burden on the level of busi- 
ness activity. See, for example, Lewis H. Kimmel, 
Taxes and Incentives (Washington, D. C.: The 
Brookings Institution, 1950); and J. Keith Butters, 
Lawrence E. Thompson, and Lynn L. Bollinger, Ef- 
fects of Taxation, Investments by Individuals (Bos- 
ton: Division of Research, Graduate School of Busi- 
ness Administration, Harvard University, 1953). 
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visualize a place where a factory owner 
doesn’t have to pay any taxes or rent. 

If their imaginations were working 
overtime they might day-dream of 
workers happy to toil for as little as 17'/2 
cents an hour. 

Actually there is no reason for such 
dreaming according to Charles E. Boyd, 
secretary of the Detroit Board of Com- 
merce’s retail and wholesale division. 
For such a place—Puerto Rico—exists in 
reality ... .16 


The apparent success of tax exemp- 
tion in attracting mainland capital is 
probably the most unique feature in the 
experience of Puerto Rico with this 
fiscal device. It is considered unique 
because the literature analyzing the 
problem involved in encouraging the 
export of capital from the more ad- 
vanced countries to underdeveloped 
areas appears to minimize the effective- 
ness of tax exemption.’ From all in- 
dications on the Island, a tax subsidy is 
a positive and effective inducement pro- 
vided that it constitutes an immunity 
from the principal forms of taxation. 
Industrial tax exemption in Puerto 
Rico is largely irrational (as this term 
has been used in the preceding limited 
sense), but the subsidy nevertheless 
seems to be dramatically seductive. 

Previous mention has been made of 
the necessity to assess the desirability 
of a particular subsidy in terms of gain 
to the economy as compared to cost. 
For an assessment of the cost of tax ex- 
emption, there is available an extensive 
body of empirical data developed dur- 
ing the course of the present study, and 
a normative standard composed of cer- 
tain general criteria that appear to be 
relevant considerations in the subsidiz- 


16 Detroit Free Press, May 10, 1953, p. 7. 


17 See The Effects of Taxation on Foreign Trade 
and Investment, United Nations, February 1, 1950, 
pp. 17-33; and W. Arthur Lewis, op. cit., pp. 163- 
164. 
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ing of industrial firms.’* Based on this 
material, a summary outline of what 
appears to be the principal costs of tax 
exemption in Puerto Rico follows. 


Revenue Loss 


The available data that have been 
assembled for the purposes of this study 
are only fragmentary, but they indicate 
that the cost of the tax subsidy is sub- 
stantial. The total income tax liability 
foregone from both new and established 
firms during the period from 1947 to 
1951 was approximately five and one- 
half million dollars.’ This total, how- 
ever, represents the amount of tax sub- 
sidy only insofar as the income tax 
would normally be levied on the 
business level in the case of individual 
proprietorships, partnerships, and cor- 
porations. The Industrial Tax Ex- 
emption Act also exempts dividend 
payments made by tax-exempt cor- 
porations, distributions from partner- 
ships, rental income received from tax- 


18 Some of the criteria listed below are personal, 
resulting primarily from research on the present 
study, while others represent a net accumulation 
gained from studying the literature on the problem 
of capital movement to underdeveloped areas: (1) 
Subsidies should either be an effective inducement in 
attracting industry or they should alleviate difficulties 
in the early stages of operating a business. (2) Sub- 
sidies should be selective and flexible in order that 
the minimum amount is given to obtain the desired 
objective. (3) There is a presumption in favor of 
temporary subsidies. (4) Direct subsidies are gen- 
erally preferable to indirect. (5) Subsidies should 
be available on a fair, equitable, and impartial basis. 
(6) Subsidies should not result in an excessive bur- 
den on public administration. (7) Subsidies should 
be chosen in such a way that they do not derogate 
from the ultimate realization of gains by the whole 
of the population. (8) Subsidies should not be based 
on the expediency of promoting one country over an- 
other. 


19 This amount may be compared to income tax 
revenues from all sources which rose from $21.7 mil- 
lion in fiscal year 1947 to $27.7 million in fiscal 
year 1951. During the same span of years, the total 
tax revenues for central government purposes rose 
from $93.4 million in fiscal 1947 to $120.9 million 
in fiscal 1951. 
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exempt businesses, and property tax 
levies on buildings and land used by 
tax-exempt firms. No study has been 
made of the cost of tax exemption in 
these areas, although the speculation 
may be made that it is less, even in the 
aggregate, than the income tax subsidy 
on the business level. The magnitude 
of the income tax exemption alone may 
be appreciated by the determination 
that this subsidy would have been suffi- 
cient to underwrite all the losses of both 
new and existing tax-exempt firms dur- 
ing the period studied. Another calcu- 
lation indicates that the income tax 
subsidy to new firms would have pro- 
vided a five per cent return on the 
planned capital investment of all new 
firms for the five-year period under 
review. 

A second evident problem in con- 
sidering the costs of tax exemption in 
Puerto Rico is that they are of an in- 
direct nature, requiring no direct ap- 
propriation. As a result, there is a ten- 
dency to ignore the financial cost of the 
subsidy. No calculation of aggregate 
revenue loss had been undertaken on 
the Island before the present study, and 
when the Puerto Rico Planning Board 
projects various allotments for subsidy 
expenditures over a six-year period, no 
mention is made of the revenue loss of 
tax exemption.” 

Selectivity 

Government revenue is the lifeblood 
of the industrialization effort in Puerto 
Rico. Scarce public resources must be 
distributed among many competing 
ends if the industrial boom is to be 


propelled forward.** For this reason, 


20 Economic Development, Puerto Rico, 1940-1950, 
1951-1960 (San Juan: Puerto Rico Planning Board, 
1951), pp. 112-116. 


21 Jt is interesting to note a dichotomy that exists , 
in the analysis and recommendations of the Planning 


(continued on next page) 
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a principle characteristic of a desirable 
subsidy is selectivity, or the ability to 
use a subsidy in such a way that 
a minimum amount of resources is 
expended in order to obtain a desired 
objective. Tax exemption lacks this 
attribute of selectivity in a variety of 
ways: 

(a) It has been considered necessary 
for competitive reasons to exempt exist- 
ing firms in particular designated in- 
dustries when a new firm initiates op- 
erations. Granting exemption to 
existing firms, however, has been ir- 
rational and conducive to largess in 
the use of governmental resources. 
One-half of the operating tax-exempt 
businesses on June 30, 1952 were ex- 
isting firms and the total income tax 
subsidy foregone from these established 
firms amounted to nearly two million 
dollars by the end of 1951. There is no 


indication, moreover, that the exemp- 
tion of these firms has resulted in an 
appreciable expansion of employment 


or investment. The use of direct assist- 
ance, on the other hand, would have 
avoided the necessity of subsidizing ex- 
isting firms,” and would have oriented 
the whole program of subsidizing in- 
dustry toward the new and _ the 
changing rather than toward the old 
and the static. 

(b) The grantees essentially establish 
the amount of income tax exemption 
themselves, since the total amount of 
assistance is related directly to the level 
of profits. Thus the subsidy is like a 
blank check, with virtually no control 
remaining with the government. And 





Board on this point, for although the Board has ex- 
pressed the need for higher revenues, it has also 
recommended an extension to the scope of industrial 
tax exemption, op. cit., p. 105. 


22 That this contention is true is obvious from the 
fact that new firms in the list of designated indus- 
tries are given direct subsidies that are denied exist- 
ing firms. 
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because the income tax exemption is 
related to profits, the total subsidy has 
been distributed so unequally that one 
new firm out of 72 operating new 
grantees in 1950 received 66 per cent 
of the subsidy. But on the other hand, 
one firm has experienced a loss for each 
two firms that have received an income 
tax subsidy, and these businesses ex- 
periencing deficits have received no 
subsidization through the exemption of 
income taxes. It has also been deter- 
mined that there is little relationship 
between the contribution of firms to 
the economy in respect to employment 
and investment and the amount of in- 
come tax subsidy received. Under all 
these circumstances, there would ap- 
pear to be a negligible relationship be- 
tween the amounts of subsidy actually 
received and either the grants that are 
needed or that the state would be will- 
ing to give. 

(c) The assumption appears to be 
tenable that at least one-fourth of the 
new firms has received a “ free ride” 
insofar as this group would have initi- 
ated operations in the absence of tax 
exemption. 

(d) There is the likelihood that a tax 
exemption program of more limited 
duration and scope would have been 
substantially as effective as the statute 
under consideration. Data assembled 
for this study indicate that losses are 
prevalent only during the first two or 
three years, yet the earliest exemptees 
under the 1948 statute were eligible for 
11 years of full and three years of par- 
tial exemption.** The question may 
also be raised as to whether the property 
tax remission and the exemption of 
dividends from the individual income 
tax were necessary, in view of the 


283 Alternatively, applicants for exemption may now 
petition under a new statute, Act No. 6 of December 
15, 1953, which permits 10 full years of exemption 
for each grantee. 
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powerful inducement provided by ex- 
empting income taxes on the business 
level. Again, the fact that tax exemp- 
tion is an indirect subsidy and requires 
no legislative appropriations appears to 
be conducive to this liberality. 

(ec) Indiscriminate granting of ex- 
emption resulting from various loop- 
holes in the statute and a liberal ad- 
ministrative policy have resulted in the 
exemption of several firms that appear 
to be impermanent, unstable, exces- 
sively labor-oriented, or undesirable for 
other reasons.”* 


Ad ministration 


An intensive analysis of the adminis- 
trative problems of industrial tax ex- 
emption indicates that the administra- 
tion of this subsidy in Puerto Rico is 
inordinately difficult and burdensome. 
The statute itself is deficient both sub- 
stantively and in technical drafting, 
and its administration has been incon- 
sistent and deleterious. Individual 
grants of exemption, as a result, have 
not been fairly, impartially, or efh- 
ciently processed. The compliance and 
enforcement problems are also formida- 
ble. One of the most serious threats is 
the potential for widespread tax evasion 
by extending the scope of exemption. 
All of these shortcomings of adminis- 
tration constitute social costs in that 
they derogate from confidence, morale, 
orderliness, and stability. 

In viewing public administration in 
a broader context, a problem has arisen, 
ironically, from the very effectiveness 
of tax exemption as an incentive. Be- 
cause of the favorable reaction of 
businessmen to the subsidy, tax ex- 


*41I¢ would have been possible to avoid exempting 
some of these firms by merely inquiring into the pos- 
sible’ long-run benefits to the economy that would 
result from each exemption grant. A statutory re- 
quirement of a minimum capitalization for each 
grantee would also have been desirable. 
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emption appears to have become a 
“ state of mind ” to a considerable num- 
ber of public administrators in Puerto 
Rico. The belief appears to be prevalent 
that the whole industrialization pro- 
gram would collapse without this sub- 
sidy, with the result that there is a 
tendency to stress catchwords and 
slogans such as the “ taxpayers para- 
dise.” This emphasis on tax exemption 
is a threat if it deflects attention away 
from the real problems of providing 
the necessary foundation for develop- 
ment. The tax subsidy exempts firms 
from the payment of taxes on profits, 
but unless it is possible to realize profits, 
the industrialization program surely 
must be jeopardized. 

In much the same vein, there is an 
evident problem in public administra- 
tion resulting from a conflict between 
the developmental and regulatory func- 
tions of government. Emphasis has 
been given to the need in backward 
areas for throwing off the yoke of 
laissez faire,*> but an excess of economic 
determinism can also be a disadvantage 
in a development program if it detracts 
public administrators from the normal 
duties of government. The latter prob- 
lem is manifested in the administration 
of tax exemption by the tendency to 
discount the potential dangers of un- 
restricted private capital, by the in- 
clination to accept any kind of new 
business as being desirable, and by a 
tendency to construe the necessary 
regulation and enforcement of grantees 
as unduly restrictive.” 


The Extension and Proliferation of Ex- 
emption 


Although tax exemption is viewed on 


25"°The Industrialization of the British West 


Indies,” op. cit., p. 34. 

26H. W. Singer, “Obstacles to Economic De- 
velopment,” Social Research, Vol. 20, No. 1 (Spring, 
1953), pp. 19-31. 
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the Island from a public point of view 
as a temporary subsidy, there is reason 
to doubt whether all exemptees will 
return to a taxable status within a 
short-run period. This belief is 
prompted by several influences that 
tend to institutionalize exemption as a 
semipermanent or permanent protec- 
tionist system. The field survey under- 
taken in this study indicates that the 
grantees consider themselves to be a 
privileged group that should continue 
to receive support from the state. This 
may reveal a tendency, after a period 
of time, to construe a privilege as a 
right. There is also an indication that 
some firms will leave Puerto Rico un- 
less the Industrial Tax Exemption Act 
is extended. Labor-oriented firms may 
find a justification for an extension of 
the tax subsidy on the grounds that 
rising wages in Puerto Rico result in a 
competitive disadvantage with lower 
wage areas.”’ And these influences 
toward extending the duration of ex- 
emption are bolstered by a develop- 
mental psychology among some public 
administrators which tends to construe 
tax exemption as a dynamic elixir that 
is essentially costless. 


Finally, there is an outside influence 
from other underdeveloped areas. Vir- 
tually the whole of the Caribbean, as 
well as an extensive number of under- 
developed countries throughout the 
world, now offer tax subsidies to manu- 
facturers.** There is an element of 


27 Low wages are so strategic in Puerto Rico that 
a higher wage rate, even to the level of 75 cents per 
hour, would have rendered the general experience of 
new firms unprofitable instead of profitable. 


28 The following list of political areas in which 
there are tax exemption statutes is partial, since it 
only represents a compilation based on the legislation 
that has been assembled for research on this study. 
The list also only includes areas that have tax ex- 
emption statutes for the purpose of providing an in- 


centive to manufacturing. The areas are: Antigua, 
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compulsion in this proliferation, for it 
is to be expected that tax exemption, 
once adopted by one underdeveloped 
area, would tend to lead other areas to 
adopt it in self-defense.” Then in the 
future it would be difficult for any one 
country, like Puerto Rico, to remove an 
immunity from taxes at the expiration 
of a contractual period, if manu- 
facturers would be able to avail them- 
selves of tax subsidies in an adjacent 
area. 

Competitive tax subsidies between 
political areas also raises the question of 
whether the national interest of one 
country may conflict with the general 
welfare of other underdeveloped areas. 
The incentive effect of tax exemption 
on the international level appears to de- 
pend (at least in part) on its novelty; 
if many underdeveloped areas provided 
the same inducement, the incentive ad- 
vantages would tend to be equalized. 
Universal adoption of tax exemption 
in underdevolped areas could thus re- 
sult in a process in which few of the ad- 
vantages but most of the disadvantages 
of tax subsidies would remain.”° 


Barbados, Bolivia, Brazil, British Guiana, British 
Honduras, Colombia, El Salvador, Grenada, Guate- 
mala, Haiti, India, Iraq, Jamaica, Mexico, Monserrat, 
Pakistan, the Philippine Republic, St. Kitts, Trini- 
dad, and the Virgin Islands of the United States. 


29 The argument that tax exemption is not an 
“ ethical” device has some substance of truth, there- 
fore, for some countries may be compelled to deviate 
from a desirable standard of equity and uniformity 
in their tax systems in order to maintain a competi- 
tive position for external capital. 


30 An alternative to tax subsidies in underdevel- 
oped areas is the exemption in capital-exporting 
countries of profits derived from foreign investments. 
The central issue in this proposal appears to be a 
conflict between providing incentives for foreign in- 
vestment and maintaining the equity features of the 
income tax. Another problem is that such an ex- 
emption would tend to exert a pressure on under- 
developed areas to exempt foreign investments, so 
that they would be entirely tax-exempt. See The 
Effects of Taxation on Foreign Trade and Invest- 


(continued on next page) 





368 


The more dire and immediate threat 
in Puerto Rico, however, is not the ex- 
tension of industrial tax exemption to 
the present grantees, but the spread of 
exemption to other taxable groups of 
the economy. This erosion of the tax- 
able bases is already well advanced; 
Puerto Rico is apparently in an ex- 
emption “ frame of mind.” There has 
been a continuous procession of tax ex- 
emption acts, formal bills, and pro- 
posals during the period from 1948 to 
1953, most of which appear to have a 
weak justification.** Some of the actual 
and proposed extensions represent only 
nibbles at the taxable bases, but a few 
of the more recent proposals compare 
in scope with industrial tax exemption. 
Tax subsidies have been proposed for 
all manufacturing firms, a large sector 
of agriculture, investment companies, 
firms engaged in foreign trade, and 
goods sold to tourists. 

There are two possible explanations 
for this tax. subsidy “ elephantiasis,” or 
the pressure for so many exemptions 
that cumulatively they would over- 
come the ability of the revenue struc- 
ture to withstand them. One is a 
factor emphasized before, that tax ex- 
emption tends to be viewed as a panacea 
because of its apparent success in the 
industrial sector. There is the feeling, 
in other words, that what has been ac- 
complished in manufacturing can be 
duplicated in any other sector of the 
economy. Secondly, there is the possi- 
bility that the public is growing restive 


ment, op. cit.; and United States Income Taxation 
of Private United States Investment in Latin Amer- 
ica, United Nations, January 20, 1953. 


31 The bills and proposals are too numerous to 
list. The acts are: No. 151 of May 11, 1948, No. 
224 of May 15, 1949, No. 195 of May 7, 1949, No. 
352 of May 14, 1949, No. 365 of May 14, 1949, 
and No. 203 of May 3, 1951. 
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under tax subsidies, construing them as 
discriminatory. If this is so, there is 
no logical end to the number of groups 
that will petition for special tax treat- 
ment. 

If tax exemption is to serve efficiently 
as a subsidy for economic development, 
however, it is necessary for the device 
to be limited in application, otherwise 
it is doubtful if government revenues 
could be maintained at a desirable level. 
Retrogression appears to be a real possi- 
bility if exemption is extended beyond 
a period of proven need, and the pres- 
sure for exemption from important tax- 
able areas receives legislative support. 


Tax Policy 


A recent comprehensive analysis of 
the Puerto Rican tax system has 
demonstrated the need for basic reform 
if the fiscal policy goals of the Com- 
monwealth are to be realized. The 
recommendations followed the tradi- 
tional canons of taxation that have been 
the guideposts of public finance during 
the evolution of western civilization. 
These are the basic propositions that a 
tax system should be certain and not 
arbitrary, that it should provide an ad- 
equate amount of revenue, that taxes 
should be administratively enforceable, 
that tax levies should be conducive to 
private economic activity, and that tax 
fairness is served by the principle of 
progressivity based on individual ability 
to pay.” 

Among these requirements of a de- 


82 Louis Shere, A Tax Program For Puerto Rico 
(San Juan: Department of Finance, 1951). A précis 
of this report under the same title also appeared in 
the National Tax Journal, V1 (March, 1953), pp. 1- 
18. See also an article by H. S. Block, in which the 
thesis is developed that the fiscal structure in an 
underdeveloped country must not lag behind indus- 
trial and economic development. “Economic De- 
velopment and Public Finance,” in The Progress of 
Underdeveloped Areas, ed. Bert F. Hoselitz (Chicago: 
The University of Chicago Press, 1952). 
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sirable tax system, two of the more 
important objectives are the allocation 
of the tax load in a fair and equitable 
manner, and the provision of incentives 
for private economic activity. The use 
of industrial tax exemption in Puerto 
Rico, however, poses a sharp conflict 
in the attainment of these two object- 
ives. Providing incentives through tax 
exemption is attained only at the ex- 
pense of tax fairness. 

Fairness in the tax system is a relative 
concept, and to a considerable degree 
it is a matter of subjective judgment. 
And yet, the concept is objective in the 
sense that there appears to be a public 
expression in Puerto Rico, as on the 
mainland, that a fair tax system re- 
quires equal treatment of persons in 
like circumstances, and a preponderant 
reliance on taxes based on individual 
ability to pay. And truly, it may be 
said that without these features in a 
tax system there is not much left. It 
is not just a question of social justice, 
which is, of course, important in its 
own right. Without a principal re- 
liance on the ability-to-pay concept, it 
is unlikely that the tax system in Puerto 
Rico could provide such requirements 
for continued economic progress as the 
raising of adequate governmental 
revenues, the mitigation of personal 
hardships, the redistribution of income, 
and the stimulation of economic 
activity.** 

83 See Roy Blough, The Federal Taxing Process 
(New York: Prentice-Hall, Inc., 1952), chap. 15. 


34 An unequal distribution of income has been 
given credit historically for promoting economic de- 
velopment through the encouragement of private sav- 
ings. In Puerto Rico, however, savings by upper in- 
come groups appear to be either largely dissipated in 
conspicuous consumption or in undesirable forms of 
investment. [Eleanor E. Maccoby and Frances Fielder, 
Consumer Finances—A Study of Savings and Invest- 
ment Among Upper-Income Families in Puerto Rico 
(Rio Piedras: University of Puerto Rico, Social Sci- 
ence Research Center, 1952), pp. 39 and 62.] Also, 
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In practical effect, the basic require- 
ments for a fair tax system in Puerto 
Rico are a gradual secular deemphasis 
of excise taxes based on consumption, 
and of taxes based on the operation of 
business, with a commensurate increase 
in emphasis on the individual income 
tax.*” For the rationalization of taxes 
on production or business, there would 
appear to be two broad alternatives: 
the essential elimination of taxes on the 
business level, or a reduced rate of tax- 
ation as compared to the present level. 
Justification for the latter alternative 
may be found in the social cost of 
business and the corporate privilege of 
limited liability. Either alternative, 
however, would require an integration 
of the corporate and individual income 
taxes, both for the purpose of achieving 
equity and to stimulate economic 
activity.*® 

The reasons why significant progress 
in tax fairness cannot be achieved as 
long as there is an extensive tax ex- 
emption program should now be clearly 
apparent. Tax exemption weakens 
progressivity and accentuates the mal- 
distribution of income by exempting a 
sizable group of taxpayers from the 





the need for emphasizing the objective of tax fair- 
ness is supported by a recent United Nations study 
which maintains that the eradication of privilege and 
gross inequalities is the principal way in which the 
people of the underdeveloped areas may be inspired 
with an enthusiasm for development. Measures For 
The Economic Development of Under-Developed 
Countries, United Nations, May, 1951, p. 16. 


35 No definite analysis is available on the distribu- 
tion of the tax burden in Puerto Rico, but there is 
a likelihood of pronounced regressivity in the lower 
income brackets. -A rough calculation indicates that 
40 per cent of the government revenue is raised 
from direct taxes and 60 per cent from indirect. 
Many of the revenue-productive excises, like those on 
cigarettes and liquor, would bear heavily on lower 
income groups. 

36 See Harold M. Groves, Postwar Taxation and 


Economic Progress (New York: McGraw-Hill Book 
Company, Inc., 1946), pp. 20-73. 
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scope of the individual income tax. 
This conclusion is derived from the as- 
sumption that the investors exempt un- 
der the present program have earnings 
in the middle and upper income 
brackets.*” As the personal income tax 
base is riddled, it is not possible to shift 
the emphasis in the tax system to the 
individual income tax. The inability 
to emphasize taxes based on individual 
ability to pay in turn prevents the 
rationalization of taxes on consumption 
and business, 

During the past two years, the gov- 
ernment of Puerto Rico has given con- 
siderable attention to the evolution of a 
fair and rational tax system for the long 
run, which would at the same time pro- 
vide maximum incentives for economic 
development. A comprehensive analy- 
sis of the tax system has been under- 
taken,** a group of businessmen 


associated with the National Planning 


Association has contributed recom- 
mendations,” and a technician was con- 
sulted in order to resolve the problem of 
integrating the corporate and individual 
income taxes.*° Each one of these 
studies has recognized the need for a 
greater degree of tax fairness, and has 
concluded that tax exemption frustrates 
the attainment of this objective. But 
each study, on the other hand, has 


37 One recent study in the United States has -de- 
termined that the top § per cent of all spending 
units with net incomes of $7,500 and over accounted 
for more than 55 per cent of the annual accumula- 
tions of investable funds made by all spending units 
in 1948. Effects of Taxation, Investments by In- 
dividuals, op. cit., p. 19. 

38 See footnote 32. 

39 National Planning Association Report to the 
Governor of Puerto Rico on April 3, 1952 (San 
Juan: Department of Finance, 1952). 

40 Richard Goode, Integration of Business and In- 
dividual Income Taxes (San Juan: Department of the 
Treasury and the Economic Development Adminis- 
tration, 1952). 
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recognized that there are several ob- 
jectives of tax policy, and has recom- 
mended ways in which it is possible to 
compromise fairness with the regulatory 
effects of taxation. 

The basic implications that may be 
derived from these studies is that the 
makers of tax policy in Puerto Rico 
must choose between tax reform and 
dependence on tax exemption. And if 
the decision is in favor of the latter, it 
is necessary to conclude that there is a 
social cost involved in using a subsidy 
that derogates from the achievement 
of what has been construed to be a 
desirable tax system. 


CONCLUSION 


The principal advantage of industrial 
tax exemption in Puerto Rico is that it 
has served as an effective inducement in 
attracting mainland capital. This 
effectiveness is derived from a unique 
conjuncture of economic, political, and 
psychological circumstances. But the 
aggregate cost of tax exemption, on the 
other hand, has been inordinately high. 
Much of the burden is in the nature of 
indirect effects and disguised social 
costs, some of which will have a delayed 
action in their impact. 

Would Puerto Rico have been better 
advised to have followed a program of 
direct subsidization? This question 
cannot be answered with satisfaction on 
the basis of the present study. The 
value of this research may be found, 
rather, in an exposition of some of the 
major shortcomings attendant in the 
use of tax exemption as an industrial 
subsidy on the Island. These short- 
comings are so grave, however, that 
they would appear to establish a pre- 
sumption in favor of direct subsidies 
unless the latter are proven to be in- 
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effectual. This research suggests, in 
other words, that it would have been 
more desirable to use tax exemption in 
Puerto Rico as a last resort rather than 
as a first recourse in providing induce- 
ments to attract external capital. 

The Puerto Rican experience does not 
appear to justify the conclusion that 
the spread of industrial tax exemption 
throughout the underdeveloped areas of 
the world should be viewed with ap- 


TAX STRUCTURE IN LOUISIANA 371 


prehension, but it does appear to at 
least constitute a caveat. It is evident 
that industrial tax exemption may be 
effective from the myopic view of a 
few particular areas, but wide-scale 
adoption would tend to nullify the 
unique advantages gained by the in- 
novators, without at the same time 
eliminating the burdens for the whole 
group. And the experience in Puerto 
Rico indicates that these burdens can be 
substantial. 


THE FEDERAL-STATE-LOCAL TAX STRUCTURE 
IN LOU: sSIANA 


WILLIAM D. ROSS * 


ONTRARY to popular opinion 
within the state, the people of 
Louisiana are not the most heavily 
taxed in the nation. Taxpayers of the 
state paid $854,983,000 in taxes to all 
governments—federal, state, and local 
—in 1952. Nevertheless, comparative 
data available for 1950-1951 reveal 
that there are 34 other states in the na- 
tion which have higher total federal- 
state-local tax rates per capita than the 
state of Louisiana. Of even greater 
significance, there are 21 other states 
which have higher combined tax bur- 
dens (ratios of total tax payments to 
income) than Louisiana. (See Table 1 
and Table 2). 
Of the total taxes paid by Louisian- 


* The author is Professor of Economics in the 
College of Commerce at Louisiana State University. 
He is currently directing a study of highway, road, 
and street finance in Louisiana for the State’s Legis- 
lative Council and Department of Highways; in this 
connection, a complete census of local government 
finance in Louisiana has been made for the year 
1952. 


ians in 1952, $494,047,000 were paid to 
the federal government, $281,055,000 
to the state government, and $79,881,- 
000 to local parish and municipal gov- 
ernments within the state. The total 
represents $310 per person for every 
man, woman, and child in the state and 
25.2 per cent of the income received by 
individuals within the state during the 
year 1952 (Table 3). 


Highly Centralized State-Local Tax 
Structure 


The widely-held misconception that 
Louisianians are more heavily taxed 
than people in other states has resulted 
partially from the fact that the state 
has a highly centralized state-local tax 
structure, with a larger ratio of taxes 
within the state collected at the state 
level than in most other states. In 
1951 and in 1952 Louisiana had the 
highest per capita rate of state imposed 
taxes in the nation (Table 2a and Table 
3), and the highest state imposed tax 
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burden in the nation (Table 1a and 
Table 3). In 1953, the state govern- 
ment of Louisiana collected the second 
highest per capita state taxes in the na- 
tion; the state of Washington was the 


TABLE 1 


Feperat, State, aND Loca, Tax Burpens 
Selected States, 1950-1951 
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These data showing taxes collected by 
state governments only are assembled 
annually, published by the Bureau of 
the Census, and given wide publicity 
throughout the nation, contributing to 


TABLE la 


Feperar, State, AND Locat Tax Burpens 
Selected States, 1950-1951 














Tax Burden 
Per Cent 


Tax Burden 
an 


Combined Federal, State, and Local 
Tax Burden 

83.97% 
27.42 
23.59 * 
23.31 
18.62 
13.91 


Combined State and Local Tax Burden 


North Dakota .... 10.52 
Louisiana 10.52 * 
Vermont 8.86 
Maine 7.64 
Rhode Island .... 6.64 
Delaware 5.12 

Tax burden is defined as the ratio of taxes 

to income payments to individuals within each 
state. 
Sources: 
Income Data: Department of Commerce, 
Survey of Current Business, August, 1953, 
p. 12. 

Tax Data: 

Federal—Bureau of Internal Revenue, An- 
nual Report of the Commissioner, 1951, 
p. 118. 

State—Bureau of the Census, Compendium 
of State Government Finances, 1951. 

Local—Roger A. Freeman, “ The State and 
Local Tax Burden,” State Government, 
April, 1953, p. 118. 

* Adjusted to eliminate state property tax 
ayments from the State Property Tax Relief 
‘und and for State Property Tax Relief Fund 

payments to the parishes (minus $13.9 million) 
and city (over 25,000 population) property tax 
collections (plus $4.9 million). 


Delaware 
Virginia 
Louisiana 
Kansas 
Arizona 


only state with a higher rate. In 1954 
Louisiana ranked third in state levied 
taxes per capita, Delaware and Wash- 
ington having higher rates. The Loui- 
siana state tax burden remained the 
highest in the nation in 1953 and 1954. 


Tax Burden Tax Burden 


State Rank Per Cent 





Federal Tax Burden 


1 78.85% 
12 19.99 
24 13.93 
28 13.07 
Utah 36 10.75 
South Dakota .... 48 6.67 


State Tax Burden 
8.29 * 


Local Tax Burden 


South Dakota .... 1 
Iowa 12 
Arizona 24 
Oklahoma 36 
Louisiana 41 
Arkansas 47 
Delaware 47 

Tax burden is defined as the ratio of taxes 
to income payments of individuals within each 
state. 

Sources: See Table 1. 

* Adjusted to eliminate property tax pay- 
ments from the State Property Tax Relief 
Fund. 

t Adjusted for State Property Tax Relief 
Fund payments to the parishes (minus $13.9 
million) and city (over 25,000 population) 
property tax collections (plus $4.9 million). 





the impression that Louisiana has the 
highest total tax load in the nation. 
Only a partial picture of the tax 
structure of a state, and often an in- 
adequate picture, is given when conclu- 
sions are drawn from an analysis of the 
tax structure of only one level of gov- 
ernment. Such conclusions have been 
drawn in Louisiana, largely because 
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federal tax collections on a state-by- 
state basis receive little publicity and 
local tax data have been unavailable in 
recent years. The last federal census of 
local governments was made in 1942. 


TABLE 2 


Per Carita Feperat, Strate, AND Loca Taxes 
Selected States, 1950-1951 


Per Capita Per Capita 


Btate Rank Tax 


Combined Per Capita Federal, State, 
and Local Taxes 


$1,827.07 
432.74 
358.58 
269.50 * 
258.11 
119.51 


Combined Per Capita State and Local Taxes 


California $ 163.42 
Connecticut 133.58 
Louisiana 120.20 * 
Illinois 114.10 
Missouri 93.12 
Alabama 51.96 


Sources: 

Population Data: Computed using estimates 
for July 1, 1951, Bureau of the Census, 
Population Series, P-25, No. 84, p. 4. 

Tax Data: See Table 1. 


* Adjusted to eliminate state property tax 
payments from the State Property Tax Relief 
Fund and for State Property Tax Relief Fund 
payments to the parishes (minus $13.9 million) 
and city (over 25,000 population) property tax 
collections (plus $4.9 million). 


Delaware 
Kentucky 
Texas 
Louisiana 
Arizona 


Comparative estimates of local county 
and municipal taxes, available for 1950- 
1951, indicate that there are 36 other 
states with higher per capita local taxes 
than Louisiana (Table 2a); 20 other 
states with higher per capita state and 
local taxes combined (Table 2); and 35 
other states with higher federal taxes 
(Table 2a). There were only seven 
other states in the nation with a lower 
ratio of local taxes to income payments 
in 1950-1951 (Table 1a), but the tax 
burden imposed by the state govern- 
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ment in Louisiana was high enough to 
make the combined state and local tax 
burden of Louisiana the greatest in the 
nation (Table 1). On the other hand, 
there were 27 states with higher federal 


TABLE 2a 


Per Carita Feperat, State, AND Locat TAXEs 
Selected States, 1950-1951 





Per 


Total 
Taxes 
(in thou- 
sands) 


Per 
Capita 
Ra 


State 


Per Capita Federal Taxes 


$ 566,957 
1,486,571 
563,872 
410,122 
113,977 


Per Capita State Taxes 


$ 260,089* $ 9468 
49,948 70.75 
123,931 60.81 
103,790 48.07 
167,763 33.95 


Per Capita Local Taxes 


$1,314,837 $ 
New Hampshire . 36,133 
Florida 2 145,947 
Kentucky 81,136 
Louisiana 70,089 f 
43,650 


$1,718.05 
314.68 
233.00 
149.30 
52.00 


Delaware 
Massachusetts .. 
Washington 
Louisiana 
Mississippi 


Louisiana 

Utah 

Connecticut 

South Carolina.. 36 
New Jersey .... 48 


88.15 
67.54 
49.90 
27.44 
25.52 
14.27 





Sources: 

Population Data: See Table 2. 

Tax Data: See Table 1. 

* Adjusted to eliminate property tax_pay- 
ments from the State Property Tax Relief 
Fund. 

t Adjusted for State Property Tax Relief 
Fund payments to the parishes (minus $13.9 
million) and city (over 25,000 population) 
property tax collections (plus $4.9 million). 


tax burdens (Table 1a). ' 

One obvious reason for the latter is, 
of course, the fact that progressive in- 
come taxes constitute an important part 
of federal taxes, and per capita income 
in Louisiana is lower than in many 
other states. There are similar features 
of state and local tax structures which 
account for significant variations in per 
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capita tax collections and in ratios of 
taxes to income in the different states. 
All interstate comparisons of tax loads 
on a per capita and tax burden basis are 
misleading to some extent for this rea- 
son. Yet, with appropriate interpreta- 
tion, such comparisons can be a useful 
guide to tax policy at all levels of gov- 
ernment. 

A unique feature of the Louisiana 
tax structure, which has contributed to 
the appearance of an inordinately high 
level of taxation for the ordinary citi- 
zen of the state, is the fact that Louisi- 
ana is one of the four states in the na- 
tion receiving a large share of its state 
revenue from severance taxes on natu- 
ral resources. These taxes are an oper- 
ating cost for industry and become a 
part of the price of the finished prod- 
uct manufactured from the oil, sul- 
phur, and other natural resources of the 
state and sold throughout the nation 
and the world. Only a fraction of 
these taxes represent a direct burden 
upon the taxpayers of Louisiana. When 
these revenues are deducted, the per 
capita state tax rate and the state tax 
burden of Louisiana are much more in 
line with those of other states. 

Another peculiarity of the state tax 
structure in Louisiana is the existence 
of the State Property Tax Relief Fund. 
Approximately 20 per cent of the state 
property taxes collected annually by 
the state of Louisiana are not a net ad- 
dition to the total taxes paid by the 
citizens of Louisiana, but are a transfer 
of funds from the State Property Tax 
Relief Fund (which gets its revenues 
from the state income tax, alcoholic 
beverage tax, and public utilities tax) 
to the parish tax collectors; these funds 
are then returned to the State Treasury 
as a part of state property tax collec- 
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tions.’ This process of taking out of 
one pocket and putting into another of 
the State Treasury results in an annual 
overstatement of more than $2,000,000 
in Louisiana state tax data published 
by the Bureau of the Census. The 
Louisiana data for 1951 and 1952 re- 


TABLE 3 
Louiauawa Tax Gravcrvas, 1952 





Total Tax - 

Collections Cap 
(in thou- 
sande) 


Tax 
Burden t 
Per 
Cent 


Taxing 


\ ita 
Government 


Tax * 





Federal 

State 

Local 
Parish 
Municipal 
Total 

State and local .. 

Federal, state, and 


$494, 017 t $179.13 
281,055§ 101.91 


14.6% 


41,194 

38,687 

79,881 ** 
360,936 


14.93 
14.03 
28.96 
130.87 


854,983 310.00 

* Compute d using population estimate Sue 
July 1, 1952, Bureau of the Census, Population 
Serves, P-25, No. 84, p. 4. 

+ Computed using income estimate for 1952, 
Department of Commerce, Survey of Current 
Business, August, 1953, p. 12. 

t Bureau of Internal Revenue, Annual Re- 
port of the Commissioner, 1952, p. 154. 

§ Bureau of the Census, Compendium of State 
Government Finances, 1952; adjusted to elimi- 
nate property tax payments from the State 
Property Tax Relief Fund. 

** Census of local government finzaces in 
Louisiana in 1952, Division of Research, Col- 
lege of Commerce, Louisiana State University; 
complete data to be published by the Division. 


ferred to above have been corrected to 
eliminate this double counting. 


Tax Load of the Individual Taxpayer 


Generalized tax data, on a per capita 


1 Louisiana is the only state in the nation in which 
the state treasury reimourses all local rural units of 
government and itself for the loss of property tax 
revenues under the state’s homestead exemption law. 
The city of New Orleans, which has a combined 
parish and city government, is included in this ar- 
rangement but no other municipalities in the state 
are reimbursed. Approximately 20 per cent of all 
parish, as well as state, property taxes are paid an- 
nually by the State Property Tax Relief Fund. 
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or a tax burden basis, cannot be used to 
determine the tax load of the individ- 
ual taxpayer in the various states. 
There are many factors which influ- 
ence the tax load of the individual citi- 
zen or the individual business in any 
state. It is the combined federal-state- 
local tax load in each case which influ- 
ences economic decisions to the detri- 
ment or welfare of a state. It may ap- 
pear that federal taxes are irrelevant to 
interstate differentials, since a person 
would presumably pay the same federal 
tax in any state. This is not the case. 
State and local taxes are a cost of doing 
business for the incorporated and unin- 
corporated business enterprise and thus 
deductible in calculating federal taxes. 
To a much lesser extent, state and local 
taxes are deductible from the federal 
income taxes of the individual. In any 
case, certain taxes paid to state and 


local governments reduce a person’s 


federal tax load. In like manner, some 
taxes paid to the federal government 
reduce a person’s state and local taxes. 
Although federal tax laws are the same 
for everyone in every state, it is the 
combined structure of federal, state and 
local taxes that determines the tax load 
of the individual citizen. For example, 
a dollar paid in severance taxes to the 
state of Louisiana by a profitable busi- 
ness corporation reduces the profits of 
that corporation by one dollar and the 
corporate profit taxes paid by that cor- 
poration by fifty-two cents of that dol- 
lar. The net cost in taxes of the one 
dollar in severance taxes paid to the 
state of Louisiana is forty-eight cents 
for the corporation. 

Louisiana does impose some taxes at 
the state level, such as the severance 
tax, which are not employed by most 
of the other states. However, Louisi- 


TAX STRUCTURE IN LOUISIANA 375 


ana does not make appreciably greater 
use than most other states of those state 
taxes which fall more directly upon the 
average citizen of the state; much less 
use is made in this state of many local 
tax sources. There is little question but 
that the combined federal-state-local 
taxes of the average Louisiana citizen 
are less than they would be in many 
other states. 


Imbalance in State-Local Tax Structure 


The fact that the people of Louisiana 
do not have the heaviest tax load in the 
nation does not mean that -the state’s 
highly centralized state-local tax struc- 
ture is economically and_ politically 
sound. Through the years the state 
government of Louisiana has absorbed 
virtually all of the sources of tax rev- 
enue within the state which have not 
been pre-empted by the federal govern- 
ment and, like the federal government, 
has exploited them to the limit. Hav- 
ing absorbed the major tax revenue 
sources available within the state, the 
state government has frequently found 
itself with surplus revenues to disburse. 
This circumstance has led in some cases 
to the allocation of funds for the initia- 
tion and expansion of state functions 
which are perhaps desirable but are 
much less important to the welfare of 
the state than other functions at the 
local level which have been neglected 


for lack of funds. 

Parish and especially municipal gov- 
ernments in Louisiana, on the other 
hand, have found themselves hard 
pressed to secure sufficient funds to sup- 
port even the most essential functions 
of local government in recent years. 
Hemmed in on every side by legal re- 
strictions preventing the tapping of 
new sources of revenue at the local level 
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and by the paralyzing effects of home- 
stead exemptions” and industrial prop- 
erty tax exemptions on local property 
tax yields, local governments in Louisi- 
ana have found it increasingly necessary 
to seek assistance from the state govern- 
ment. These requests have been heeded 
by the state government in many cases, 
but political considerations have too 
frequently prevented the distribution 
of such funds from bearing any rela- 
tionship to variations in local need; in 
some cases funds have been allocated to 
totally unessential local activities. 


Conclusions 


This state has been leading the way 
in its effort to meet the needs of its citi- 
zens for public services, imposing the 
highest combined state-local tax burden 
in the nation. These needs are increas- 
ing day by day as the population of the 
state increases and as the economic de- 
velopment of the state progresses. 
However, it would seem questionable 
whether a further attempt should be 
made to satisfy these increasing de- 
mands for public services by adding to 
the state-local tax burden, except in 
very specialized cases. Instead, an ef- 
fort should first be made to make the 
fiscal structure of the state more effi- 
cient and more economically sound 
within the general limits of the tax bur- 
den already imposed. 

There are two possible solutions to 


2 The exemption is $2,000 of assessed valuation on 
homesteads, including up to 160 acres of land; as a 
consequence, $2,000 has tended to become both the 
minimum and the maximum assessment on rural and 
urban homesteads in Louisiana. The parish gets 
more revenue from the state if the assessment is 
raised to $2,000 and the homesteader—property tax- 
payer—voter pays no parish taxes as long as his as- 
sessment does not exceed $2,000. 


the plight of local governments in 
Louisiana and to the imbalance of the 
state-local tax structure. The solution 
that would seem most desirable, that 
would be in keeping with a belief in 
grassroots democracy, would require a 
relaxation of legal restrictions on local 
revenue sources and a willingness on the 
part of the state government to relin- 
quish revenues to the local governments 
by reducing or eliminating certain state 
levies. 

The other alternative requires that 
the state government be willing to share 
a larger and larger part of state col- 
lected revenues with local governments. 
This is done at the present time in the 
case of the parishes through the prop- 
erty tax relief fund, the distribution of 
gasoline tax revenues, and the distribu- 
tion of state school funds to the parish 
school boards. The city of New 
Orleans which has a combined parish 
and municipal government shares in 
these state revenues. If the state gov- 
ernment continues to absorb most of 
the available sources of tax revenue, 
this policy will have to be continued 
and the amount involved expanded. A 
major change in policy will, however, 
be required in the case of the other mu- 
nicipalities of the state, which now 
share only a portion of the tobacco tax, 
the chain store tax, and the foreign fire 
insurance tax collected at the state level. 
For this solution to succeed, it is also 
necessary that careful attention be 
given to the matching of the distribu- 
tion of state funds with legitimate 
priority needs at the local level. A 
combina:ion of some relaxation in legal 
restrictions on local tax sources and 
greater state aid is another possibility. 
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The Uneasy Case for Progressive Taxation. 
By Water J. BLum and Harry Kat- 
VEN, Jr. Chicago: University of Chi- 
cago Press, 1953. Pp. 107. 


One disturbing feature of our times is 
the speed with which sweeping economic 
ideas gain acceptance long before they have 
been submitted to critical and rational 
analysis. From some obscure beginning, 
popular thinking is carried forward by an 
ever increasing momentum which overruns 
normal resistances, gives birth to new doc- 
trines and is crystallized into new institu- 
tions. Later, when the social landscape may 
have been transformed beyond recognition, 
comes the assessment of gains and losses and 
the effort to restore what part of the dam- 
age may still be repairable. 

The frequency and severity of these 
floods of ideas are the more surprising be- 
cause, in most countries, there are now 
more social scientists than ever before who 
might be expected to remain skeptical of 
the moods of the moment and to resist the 
uncontrolled plungings of the untutored 
mind. It may, of course, be true that the 
forces ruling the world are too complex 
and strong to be influenced in any way by 
intellectuals; that the role of the scholar is 
simply to record events. It may be, up to 
the present, that social scientists have them- 
selves been a destabilizing influence in so- 
ciety, that their emotional aberrations or 
unscientific practices have initiated or mag- 
nified these swings in public thinking. Or 
it may be that, although quick off the mark 
in understanding what was happening, the 
social scientists have, naturally enough, re- 
coiled from the unpopularity inseparable 
from a stand against the tide. 


Whatever the reasons, it seems indisputa- 


ble that in recent years many communities 
confronted with the consequences of their 
own actions, have shown a distaste for what 
they have done to themselves and an almost 
tragic bewilderment about why they acted 
as they did. Regrets about the past abound. 
Attempts to revert to the security of old 
practices and virtues are not merely roman- 
tic nostalgia, they are the result of sharp 
conflicts with the facts of life. This, as I 
understand it, is the reason why people in 
Europe are asking themselves why they ever 
believed that centrally planned economies 
would guarantee them a better living than 
free market economies; why the people of 
Britain sadly speculate upon the reasons 
which led them to assume that the proper 
method and scale of operation for an in- 
dustry was state ownership of the whole of 
that industry within the national bound- 
aries; why people everywhere have now 
recognized that security for farmers has to 
be paid for in terms of uncertainties for 
other groups in the community. 

We are by no means at the end of these 
odd, unchecked, and therefore dangerous 
fluctuations in thought. Indeed, at the 
present time, the Western world seems to 
have involved itself deeply once again, this 
time in the idea that equality in the distri- 
bution of income and wealth has over- 
whelming social virtues. It has come to be 
regarded as axiomatic that rich people 
should pay a higher proportion of their in- 
come in taxes than poorer and that, by this 
device, redistribution should be carried on. 
Leaving on one side, for the moment, the 
soundness of this view, it is apparent that 
we are again in the presence of a movement 
showing the hallmark of a landslide in so- 
cial thinking. First, we have an almost 
imperceptible, casual, thoughtless accept- 
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ance of views which few are prepared to 
defend in logic but fewer still are anxious 
to discard in practice. At the next stage, 
these opinions spread from those whose in- 
terests would lead them in that direction to 
others who, in their own interests, might 
have been expected to oppose such views. 
Next, attempts are made by social scien- 
tists, in this case mainly economists, to ra- 
tionalize what is essentially an emotional 
appeal. Finally, the doctrine becomes so 
widely accepted that any attempt to ana- 
lyze it, and even more so any effort to chal- 
lenge it, is indignantly condemned as so- 
cially perverse and reactionary. 

By now it is nearly everywhere accepted 
that one of the primary functions of the 
state is to redistribute income through tax- 
ation; the only dispute being as to how fast 
and how far this policy should be carried 
out. No government in power, no political 
party, no organized group calls progressive 
taxation into question. It is at this point 
that the social scientist comes, or should 
come, into his own. A profound and gen- 
eral conviction, clearly possessing the power 
to bring about large changes in society, has 
made its appearance for reasons which are 
obscure and ill defined. The social scien- 
tist may then be sure that he has an im- 
portant case in his hands particularly if he 
finds resentment that anyone has had the 
temerity to question the convictions. 

The recently published work of Messrs. 
Blum and Kalven seems to me a model of 
the way the social scientist should go about 
his work under such circumstances. They 
take a subject which politically is explosive 
and with cool and scholarly detachment 
dissect the issues, pin down the inconsist- 
encies, balance the arguments scrupulously 
and finally leave us to make up our own 
minds, They are concerned only that as- 
sumptions should be dragged into the light 
and that beliefs should have good reasons 
behind them. Every conscientious reader, 
faithfully pursuing the argument here pre- 
sented, will be pulled up sharply at one 
point or another and compelled to examine 
again his presuppositions. I doubt whether 
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anyone will put down the volume thinking 
quite the same way as when he opened it. 
The general plan of this tour de force is 
first to examine the case against progressive 
taxation and then the arguments in its 
favor. The authors discuss the main objec- 
tions to progressive taxation—the compli- 
cations it involves, the political irresponsi- 
bility it may engender, its reactions upon 
incentives for work and saving—and reach 
the noncommital conclusion that, standing 
by themselves, these objections cannot be 
decisive. I have no serious quarrel with 
this cautious summing up. In particular, I 
agree that the effects of progressive taxa- 
tion on the disposition to work are much 
more complicated than is often assumed. 
But, although the points they make regard- 
ing incentives may be true of present con- 
ditions in the United States, I would im- 
agine that with higher rates of taxation, 
lower exemption limits, and steeper progres- 
sion the consequences for incentive may be 
highly adverse. It is certainly not true now 
in Great Britain that “ the largest part of 
the working force . . . are not likely to be 
subject to substantial graduation.” Nor do 
I agree, despite Pigou and Stamp, that the 
quantity of work most people perform is 
largely outside their own control. If that 
were the case there would be no point in 
payment by results, which almost invariably 
increases output; we would not find, as we 
do, that output often rises sharply on spe- 
cial occasions when workers are anxious to 
earn a little more; we would not find 
workers taking part-time work in addition 
to their normal employment (particularly 
when they can evade tax on their part-time 
work). I fancy that the conclusion of 
Pigou and Stamp, in so far as they have any 
factual bases, are founded on impressions of 
an economy with a fair amount of slack in 
the labour market and that the condition of 
full employment makes a great difference. 
Nevertheless, I would agree that it is the 
case for progressive taxation which calls for 
the more exact dissection and here one can 
have nothing but praise for the book. The 
argument is so compact, the language so 
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economical that it is difficult, if not im- 
possible, further to compress or summarize 
it. At the risk, however, of doing violence 
to the views of the authors but also in the 
hope of encouraging readers to turn to the 
book itself I set down, in the form of ques- 
tion and answer, their main conclusions: 


(1) Will progressive taxation increase 
economic stability? Standing alone, 
the case is far from conclusive. 

(2) Can progression be defended on the 
score that richer people receive 
greater benefits from government 
than poorer people? The most 
plausible assumption is that every- 
body benefits alike. The “ benefit” 
test would suggest regressive taxes. 
Can progression be supported on the 
grounds of “ability to pay” or 
‘equality of sacrifice” ? Many of 
the arguments employed here are 
fallacious, the sound arguments pro- 
vide insecure support for the valid- 
ity of the progressive principle. 
Can progression be justified because 
it reduces the inequality of income? 
Only if the case for equality is ac- 
cepted on ethical grounds. The case 
for equality is easier to accept by 
those who are prepared to scrap the 
free market system than by those 
who wish to retain it. Nevertheless, 
there is no reason why any com- 
munity should deny itself the power 
to adjust the distribution of income 
which arises from the free play of 
the market. 


In the enumeration of the arguments in 
favour of progression, there are some general 
comments on the nature of economic evi- 
dence which, of themselves, would have 
justified the writing of the book. Messrs. 
Blum and Kalven, although they handle 
economic reasoning with skill and familiar- 


ity, are law teachers by profession. It is, 
therefore, quite fascinating to observe how 
they apply their own legal discipline, with 
its highly developed methods of assessing 
the strength, consistency and plausibility of 
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evidence, to an examination of the value of 
the kind of evidence which many econo- 
mists, though not all, have thought fit to 
draw into the case for progressive taxation. 
The results are not greatly to the credit of 
economic science. They lend force to the 
old tag that the economist is more fre- 
quently led into error by unsound data than 
by incorrect reasoning. Put briefly, the as- 
sumptions necessary to reach the conclusion 
that, on economic grounds, progressive tax- 
ation is desirable are three: First, that it is 
possible to take a man’s income measured 
in terms of money and transform these 
quantities into other quantities measured in 
units of “ satisfaction; ”’ Second, that as a 
man’s income increases the total satisfaction 
he derives from it increases more slowly than 
the income; Third, that as between men, 
the satisfaction arising from any particular 
income is roughly the same for all and that 
the rate of change of total satisfaction with 
changes in income will be the same for all. 
Or to put the third assumption in another 
form, that the satisfactions of different men 
can be compared. Now there was never 
any very good reason why any one of these 
assumptions should have been regarded as 
firmly based, or why economists should 
have been considered the proper people to 
pass judgment upon them. Yet some 
economists have engaged in incredibly in- 
genious intellectual writhings in order to 
establish the probability of such ‘data. 
Messrs. Blum and Kalven make quite clear 
that, in this case, the Emperor really has no 
clothes on. Their comment that this con- 
stitutes “ perhaps the most bizarre chapter 
in the intellectual history of progression ” 
is, in the circumstances, a highly restrained 
one. 

I do not myself know whether the au- 
thors are or are not in favour of progressive 
taxation or, indeed, whether they are in 
agreement—that is one of the great merits 
of their slim volume. But the conclusions 
that many of their readers will draw will 
turn upon whether they believe that the 
movement towards equality has some natu- 
ral stop or whether, once started, it will 
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move steadily under an inner momentum to 
the limiting point of absolute equality. It 
would be only too easy to accept the sec- 
ond alarming view. We have the authority 
of de Tocqueville, Lecky and Dicey for the 
view that each move toward equality will 
intensify the efforts of the community to 
iron out whatever inequalities still remain. 
And in a democratic community, the less 
well-off majority obviously can always con- 
tinue to vote for redistribution until the 
arithmetical average is attained. I can see 
only three possible reasons why this should 
not occur. First, a point may be reached 
where further redistribution is generally 
considered unjust, even by the majority. 
Secondly, a point may be reached where 
further redistribution may be considered in- 
expedient, the majority believing that even 
though further redistribution would bene- 
fit them in the short run, it would not do 
so in the long run. Thirdly, the majority 
may refrain from pressing to the logical 
end because the individuals within the ma- 
jority, or a sufficient number of them, 
aspire to move in the future to the better- 
off classes. Vertical mobility, therefore, 
may be a restraining force. Unfortunately, 
as taxation becomes more progressive it 
denies the road upwards to a larger and 
larger section of the community and more 
firmly condemns them to see their only 
chance on advancement in the demotion of 
others. 

Messrs. Blum and Kalven may, indeed, be 
a little hasty in their view that “ history 
does not bear out the prediction of un- 
bridled use of the majority’s power to tax.” 
Anyone who plots the progressiveness of 
British taxation in the past quarter of a 
century and further recalls the promise of 
the British Labour Party, after their recent 
discovery that “ socialism is about equal- 
ity,” to move further toward equality if 
returned to power, may wonder whether 
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the bridle has been very effective in this 
case. 

I suspect that as the point was approached 
where progressive taxation was seriously 
threatening incentive, pathological escape 
routes would be sought which might stay 
the movement toward progression but only 
at the expense of undermining the cohesion 
of the community or denying coherence to 
the methods upon which taxation was 
based. Increased tax evasion is one possi- 
bility; the choice between working for in- 
come or enjoying leisure is not the only one 
possible, it may pay to devote effort to the 
discovery of ways of evading tax. Or, 
while lip service continues to be paid to tax 
progression and equality in principle, in 
practice the principles may be denied by 
making tax raising arbitrary. This, I think, 
has happened in Great Britain where there 
has been an enormous increase in taxes 
raised on commodities, so much so that 
their yields are now comparable with those 
of taxes on income. The taxes on com- 
modities maintain their yields mainly be- 
cause they are placed on goods which are 
sufficiently in the nature of drugs to have 
a highly inelastic demand. As between 
different income groups, total taxation is 
undoubtedly progressive. Within many in- 
dividual income groups, the tax burden 
largely turns upon whether the individual 
smokes and consumes alcohol. It would be 
difficult to determine to what canons of 
taxation this system subscribes. 


But the first stage in the grand debate 
which should now take place is for the peo- 
ple in the democracies to recognize that 
they are confronted with an issue which lies 
very close to the heart of the body politic. 
It is much to be hoped that this book will 
set the ball rolling. 


JOHN JEWKES 
Oxford University 
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